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BANK MANAGEMENT 


By WALTER KENNEDY 
President, First National Bank, Montgomery, Ala. 





A comprehensive guide on sound sini policies and pro- 
cedures in all the functions of a commercial bank. For the first 
time a concise book has been prepared for bank executives, and 
those who aspire to become executives, which discusses the functions 
of a bank from the viewpoint of the Chief Executive. It is a book 
for the generalist who is concerned with the over-all responsibility 
of bank management and also for the specialist in one or more 
phases of banking who desires to have a sound understanding é the 
major activities of bank work, outside his own field. 


A practical reference manual based on many years of actual 
executive administrative and operating experience. 
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HOW TO AUDIT 
A BANK 


By MARSHALL C. CORNS 


HIS new book is a practical guide to bank auditing 

routine and procedure. It is designed not only to 
show how to audit any bank as required by law but 
discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
positive protectional and precautionary controls to 
set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 


in undertaking an audit so that it is complete in every 
way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president, 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, ofli- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 
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Estate Planner’s 
Handbook 


by Mayo A. Shattuck and James F. Farr 


including for the first time a collection 


of annotated forms of wills and trusts 


The first edition of this ‘book has 
been the standard guide for estate 
planners. Now, all sections of the 
work have been re-examined and 
revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
erage of all aspects of estate plan- 
ning. 

The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, among others, a simple will and 
codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 


Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all aspects of estate 
planning. The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 


Practical answers to questions relating to — use of life insurance @ insurance 
options @ business insurance trusts @ key man insurance @ use of wills in family and 
business plans @ wil provisions @ revocable trusts @ selection of trustees ©@ trustee's 


management powers ®@ prudent man investment rule © accountings @ taxation of re- 
vocable and irrevocable trusts, of life insurance, and of powers of appointment @ the 
marital deduction @ drafting © what state laws apply to trusts @ death of major 


stockholders @ and many other topics. 
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TESTED TECHNIQUES 
IN 
BANK OPERATIONS 





(Hn Bacylpedia of Bank Management 


Edited by John Y. Beaty 
for 24 years, Editor of Bankers Monthly 


This book is designed to be used not only as a reference book to 
give information about any specific bank operating problem but 
also to be read from beginning to end in order to show the reader 
what many different banks are doing to improve their operations 
and make their daily work more efficient. 436 experiences of banks 
all over the country are described. 


With this book available at your own desk you have before you the 
profitable experiences of many successful banks. 


Topics are arranged alphabetically. For example, under LOANS 
there is given a long list of cross references to other topics in the 
book that discuss various kinds of loans. By reading these cross- 
referenced topics and all the topics under loans you will find the 
complete story on loan practices of many different banks—informa- 
tion useful in checking your own methods, 


PRICE $12.00 DELIVERED 
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The Case for The Uniform 
Commercial Code 


By WILLIAM A. SCHNADER® 


THE SEVERAL UNIFORM ACTS ARE OBSOLETE 


The National Conference of Commissioners on Uniform 
State Laws met for the first time on August 24, 1892, in Saratoga, 
New York. Since then that organization has played a very use- 
ful part in the improvement of state law; and its product has 
been primarily concerned with the regulation of commercial 
transactions. 


As early as 1896 the Conference promulgated the Negotiable 
Instruments Law, and thereafter in quick succession it offered 
to the legislatures of the states the Uniform Sales Act (1906), the 
Uniform Warehouse Receipts Act (1906), the Uniform Bills of 
Lading Act (1909), and the Uniform Stock Transfer Act (1909). 
Subsequently,—but separated from these earlier acts by quite a 
few years—it produced the Uniform Trust Receipts Act (1933). 


Of these acts, three were enacted by every state—the Negoti- 


Adoption of the Uniform Commercial Code, says this pioneer 
advocate of uniformity, offers the only effective means of reconciling 
the maze of conflicting interpretations of existing law that have been 


handed down through the years. Five states have already adopted 
the 1958 Code, and plans are underway to introduce it into the 
legislatures of many others. 





This article is reprinted with the permission of the editors of the BANKERS 
MONTHLY, Chicago, III. 

° Mr. Schnader is senior partner in the Philadelphia law firm Schnader, Harrison, 
Segal & Lewis. He is first vice president of the American Law Institute and a 
former president and present chairman of the Commercial Code Committee of the 
National Conference of Commissioners on Uniform State Laws. 
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able Instruments Law, the Uniform Warehouse Receipts Act 
and the Uniform Stock Transfer Act. The other acts were wide- 
ly, although not universally, accepted by state legislatures. 

Meanwhile, the Conference had also adopted a Uniform 
Chattel Mortgage Act and a Uniform Conditional Sales Act. 
The former was enacted by only one state and the Conditional 
Sales Act by only 12. And the Conference in 1945 withdrew its 
recommendation of both of these acts for the reason that Article 
9 of the Uniform Commercial Code, then in course of prepara- 
tion, would supersede them. 

Early in their history it became apparent that both the Ne- 
gotiable Instruments Law and the Uniform Sales Act should be 
substantially amended. Said Walter D. Malcolm, Boston bank 
attorney in the April 1958 issue of The Business Lawyer, “... 
The Negotiable Instruments Law was conceived and drafted in 
hardly more than one year’s time by a single draftsman... It 
was modeled closely upon the English Bills of Exchange Act, 
which was enacted by Parliament in England in 1882. Simi- 
larly, the Uniform Sales Act . . . was only a slight revision of the 
English Sale of Goods Act . . . enacted by Parliament in 1893. 


“Consequently, both these acts were prepared against the 
background of commercial practices in vogue in the latter part 
of the last century before the days of the automobile and the 
many other revolutionary changes that have taken place since 
that time. In fact, both acts carry almost more of the flavor of 
English practices and terminology than American .. .” 

The Conference appointed committees to prepare amend- 
ments to these acts and also to the Uniform Warehouse Receipts 
Act, which was found to be in some respects inconsistent with 
the Uniform Sales Act. 

The Committtee on Amendments to the Negotiable Instru- 
ments Law made little progress, but in 1922 the Conference 
recommended to the states amendments to both the Uniform 
Sales Act and the Uniform Warehouse Receipts Act. 

Although the Warehouse Receipts Act had been enacted by 
all the states and the Sales Act had been adopted by as many 
as 37 states, in the 37 years that have elapsed since they were 
recommended only 11 states have enacted the amendments to 
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the Sales Act and only 16 the amendments to the Warehouse 
Receipts Act. 

Because of the increasing inadequacy of the Uniform Sales 
Act, the Merchants Association of New York in the late 1930's 
started a movement to have Congress enact a federal sales act 
which would apply to all sales transactions in interstate com- 
merce. The proponents of the law realized, however, that while 
it was bad enough to have a variety of state laws regulating sales, 
it would be much worse to superimpose on them a federal law 
on the same subject. When, therefore, the National Conference 
of Commissioners on Uniform State Laws agreed promptly to 
undertake a revision of the Uniform Sales Act, they relinquish- 
ed their attempt to modernize the law by obtaining federal 
legislation. This act ultimately became Article 2 of the Uniform 
Commercial Code. 


Needed: A Uniform Code 

The Conference held its 50th meeting in Philadelphia in 
1940. Its then president said: “Our splendid Commercial acts 
were prepared and adopted by this Conference many years ago. 
Many changes in methods of transacting business have taken 
place in the meanwhile. In addition, they were adopted and 
recommended piecemeal. In a number of respects, there is 
overlapping and duplication, and in some instances, inconsisten- 
cy, in dealing with negotiable instruments, bills of lading, ware- 
house receipts, stock transfers, sales and trust receipts.” 

He accordingly recommended that the Conference under- 
take the preparation of “a great Uniform Commercial Code . . . 
which would bring the commercial law up to date, and which 
could become the uniform law of our 53 jurisdictions, by the 
passage of only 53 acts, instead of many times that number.” 

The Conference immediately voted to undertake this pro- 
ject but it could not do so single-handed. Although the Con- 
ference is an association of state officials appointed by the gover- 
nors of the states, its funds have always been rather limited. 
It receives modest annual appropriations from the individual 
states and from the American Bar Association and some state 
bar associations. It is in no position to solicit funds from the 


1 The 53 jurisdictions consisted of 48 states, Alaska, the District of Columbia, 
Hawaii, the Philippines and Puerto Rico. 
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public because contributions to it would not be tax exempt. 
Furthermore, its membership was less than 200, and for a task 
such as the preparation of a commercial code, it was felt that the 
experience and points of view of many more people should be 
obtained. 

The American Law Institute, with a then membership of 
approximately 1,000, was accordingly invited to join in the pre- 
paration of the code. It was estimated that the cost of the work, 
done with the investigation, consultation and deliberation upon 
which both bodies customarily insist, would be not less than 
$250,000. 

The Institute accepted the invitation and appointed a ways 
and means committee which promptly issued a prospectus en- 
titled “Business Law for Today’s World,” which was used in 
soliciting funds. This document contained one section entitled 
“Inadequacy of Present Laws.” Among the reasons cited for 
this inadequacy, was the fact that the most important of existing 
uniform commercial acts were drawn many years ago and were 
not “current with today’s business practices.” It went on to state 
the committee's belief “that all of these difficulties can be cured 
by the preparation of a comprehensive code covering the entire 
field of commercial law.” 

The response to the appeal for funds was generous and 
prompt. The Maurice and Laura Falk Foundation of Pittssburgh 
made a grant of $250,000, which was subsequently increased by 
$25,000. Ninty-eight leading banks, businesses and law firms con- 
tributed an additional $107,000, which was later supplemented 
by several substantial contributions. Contributors included 
banks in New York, Chicago, Los Angeles, Philadelphia, Cleve- 
land, Boston, San Francisco, Detroit and Houston. 


A Total Expenditure of $400,000 

All in all, approximately $400,000 has been expended by the 
Conference and the Institute in the preparation of this legisla- 
tion. 

When the financing had been arranged an Editorial Board 
was set up to supervise the work from start to finish. It was 
composed by members of both the Conference and the Insti- 
tute. The chairman of this Board from the beginning has been 
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Judge Herbert F. Goodrich,’ of the United States Court of Ap- 
peals for the Third Circuit. 

Every section of the Code was prepared, considered, recon- 
sidered, revised and re-revised by its draftsmen, by committees 
of advisers to the draftsmen, by the Council of the Institute, by 
sections of the Conference, and by the full memberships of 
both the Conference and the Institute at annual meetings over 
a number of years. 

As the work progressed the Code was submitted for criticism 
and suggestions to experts in the fields with which it deals. The 
number of judges, practicing lawyers and law teachers who 
participated in one way or another in the preparation of the 
Code exceeded 1,200. 

The Code was promulgated in 1952. It was promptly enact- 
ed by a unanimous vote of the Pennsylvania Legislature and 
approved by the Governor. It became effective in Pennsylvania 
on July 1, 1954. 

Although the principal New York banks had contributed to 
the fund which paid for its preparation, some of them expressed 
opposition to the code when it was ready for enactment, with 
the result that it was referred, instead, to the New York Law 
Revision Commission for examination and report. It is said 
that the Commission expended approximately $300,000 in exam- 
ining the Code. This action on the part of the New York Legis- 
lature temporarily stopped the enactment of the Code by legis- 
latures other than that of Pennsylvania. 

The New York Law Revision Commission made its report 
on February 29, 1956 stating that the Code in its original form 
was not ready for enactment by the New York Legislature, but 
included a statement endorsing the idea of a commercial code 
and rejecting the suggestion that it would be better to con- 
tinue to operate under separate uniform laws. 

It early became apparent that the New York Commission 
would have a large number of suggestions for change in lan- 
guage and a smaller number for change in substance in the 
Code’s provisions. Accordingly, the Code’s Editorial Board 
was reactivated. It appointed subcommittees to consider the 


2 Judge Goodrich is also the director of the American Law Institute and chairman 
of the Code’s Editorial Board. 
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various suggestions as they came from the New York Commis- 
sion’s staff. 

There was splendid cooperation between the two bodies 
with the result that shortly after the New York Commission made 
its report, the Editorial Board was able to promulgate a com- 
pletely revised Code which, with a few additional changes, sub- 
sequently found to be advisable, is now known as the 1958 Offic- 
ial Edition of the Code. It is this edition which has been en- 
acted in Massachusetts, Kentucky, Connecticut and New Hamp- 
shire, and which the 1959 session of the Pennsylvania Legisla- 
ture adopted in a reenactment and revision of the original Code. 
Incidentally, the state bankers’ associations in each of the 5 
Code states endorsed it.* 


Bankers Aware of Need 
With a substantial portion of the estimated 25 to 50 million 
items handled each day by the nation’s banks crossing state 
lines, bankers are fully aware of the need for uniform state laws 
regulating commercial transactions. In the article previously 
cited, Mr. Malcolm observed, “Although banks handle this tre- 
mendous volume of bank collections quickly and efficiently to- 
day with surprisingly little litigation, when a case does develop 
where it is necessary to examine the law to determine the rights 
of the parties, it is quite difficult to find out what the law is. 
“In many cases what law there is is seriously out of date, and 
in many others there is substantial variation in the rules resulting 
from court decisions in the various states. For instance, a key 
factor in any bank collection case is the time when an item is 
finally paid by the payor bank. The unfortunate fact is that on 
this question under present law there are in the several states no 
less than ten different rules as to when an item is finally paid.” 
This is only one aspect of the need for uniformity in laws 
regulating commercial transactions. Many of these transactions 
begin with sales of goods and end with the clearing of the checks 
given in payment for the merchandise sold. In between, there 
may be a half dozen collateral transactions. It is obviously 
8 About a year should intervene between the Code’s enactment and its effective 
date so that lawyers and the employees of banks and others affected may become 


familiar with its provisions. Thus, while Kentucky, Connecticut and New Hampshire 
have passed the Code, it has not yet become effective in those states. 
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wasteful and costly to require the thousands of concerns which 
today transact business in a number of states to be familiar 
with a variety of laws regulating the identical transaction in the 
various states in which they do business. 

In the field of commercial paper, heretofore regulated by the 
Negotiable Instruments Law, 80 of the act’s 198 sections have 
been differently interpreted by the courts of different states. 
This, of course, knocks uniformity into a cocked hat. Uniformity 
can be restored only by a revision which adopts one of the vary- 
ing interpretations as “official” in every case where there are two 
or more interpretations. But, as we have shown, to obtain en- 
actment of uniform amendments to a uniform act once it has 
been written on the statute books seems to be a matter of ex- 
treme difficulty. 

Article 3 of the Uniform Commercial Code resolves all 
difference of interpretation in what were provisions of the 
former N. I. L. Among states which enact the Code the law 
regulating commercial paper will again be uniform. 

Code Favored By Bankers 

The Uniform Commercial Code as originally adopted by 
Pennsylvania's legislature became effective on July 1, 1954, and 
the revised Code has been operating since January 1, 1960. Not- 
withstanding the great favor in which the Code has been held 
by the bankers of Pennsylvania throughout this period, there 
has been talk to the contrary in some states which have had the 
adoption of the Code under consideration. The writer, there- 
fore, as chairman of the Conference's Commercial Code Com- 
mittee, urgently suggested to Howard C. Petersen, president of 
the Fidelity-Philadelphia Trust Company, that he organize a 
committee of bank presidents whose word as to Pennsylvanai's 
experience under the Code would be accepted in any state. 

Mr. Petersen had been chairman of the Legislative Com- 
mittee of the Pennsylvania Bankers Association when that com- 
mittee urged the enactment of the Code in 1953, and has been 
a close observer of its operation. Like the writer, he was out- 
raged to learn that persons in other states were trying to create 
the impression that Pennsylvania’s experience under the Code 
was unsatisfactory, and therefore unhesitatingly adopted my 
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suggestion. He promptly formed and now heads the Pennsyl- 
vania Bankers Commercial Code Committee consisting of the 
presidents of 15 Pennsylvania banks of all sizes. Bankers re- 
presenting a real cross section of the state will thus be giving 
strong support to these purposes of the committee: 


1. To be in a position promptly and authoritatively to refute 
any statements made outside of Pennsylvania that the Code has 
been an unsatisfactory piece of legislation here; and 

2. To be as useful as possible to those in other states who 
are seeking to persuade their legislatures also to enact the Code. 


This latter purpose arises out of the firm belief of the Penn- 
sylvania banking community that there is much to be gained 
by having uniform laws regulating banking transactions. A 
mere glance at the text of the Code will demonstrate that a 
majority of its provisions relate to transactions which in one 
way or another are of interest to the banking community. Thus, 
Article 3 deals with commercial paper, Article 4 with bank de- 
posits and collections, Article 5 with letters of credit, Article 8 
with investment securities and Article 9 with secured transac- 
tions including sales of accounts, contract rights and chattel 
paper. 

This is by no means intended to imply that the Code is dis- 
tinctively “a bankers’ bill.” While it greatly improves the law 
which regulates a number of banking transactions, there is 
abundant evidence that its benefits extend as well to the deposi- 
tor, the consumer, common carriers, the farmer, the “little busi- 
nessman, the merchant, the warehouseman, the unsecured 
creditor, and many others. 

Mr. Petersen said in the course of a recent statement of his 
committee’s view of the matter, “Before the Commercial Code 
was enacted in 1953, Pennsylvania had passed every uniform 
commercial act which was then being recommended by the 
National Conference of Commissioners on Uniform State Laws. 
Our commercial laws were the equal of those of any state. Even 
so, the Commercial Code has proved in practice to be a distinct 
improvement over our previous commercial acts. We would 
resist vigorously any attempt to repeal the Code and go back to 
the law which preceded it.” 
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The Pennsylvania State Chamber of Commerce also has a 
Commercial Code Committee. This committee has been very 
useful in studying the operation of the Code in Pennsylvania and 
in making suggestions for the Code’s improvement while the 
Editorial Board was reviewing the criticisms and suggestions 
which came to it from the New York Law Revision Commission. 


Joseph J. Kelley, Jr., Director of the Legislative Service 
Bureau of the Chamber, has this to say: “Our studies, which I 
believe are the most intensive in Pennsylvania, have led us to 
the following conclusions: 


1. The Uniform Commercial Code . . . is superior to pre- 
existing laws. 


2. There is no concerted opposition to the Code . . . the 
small minority of complaints seem to stem from individuals 
who (a) are reluctant to adjust to some of the new concepts and 
new procedures which the Code requires, or (b) have no com- 
prehension of the contents of the Code... .” 


According to letters from bankers, businessmen, and law- 
yers, the Code has been operating satisfactorily in Massachu- 
setts, where it has been in effect for some 1% years. 


It has been suggested that a small commercial state cannot 
afford to enact the Code before its larger neighboring com- 
mercial states have done so. To that suggestion, the experience 
of Pennsylvania provides a most convincing answer. Our state, 
of course, cannot compare commercially with its next door neigh- 
bor, New York; and the volume of transactions between the two 
states is tremendous. 


Pennsylvania nevertheless enacted the Code while New York 
has continued to operate under the old law. In more than 5% 
years of Code experience, we have not heard of one instance in 
which a Pennsylvania concern was disadvantaged because that 
state operates under the Code while New York does not. All 
that can be said is that the adoption of the Code has given us 
vastly improved statutes regulating commercial transactions. 
Any other state, regardless of its size, can do the same, and 
should not be deterred by the mere fact that some other state 
has not awakened to the advantages of doing so. 
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Much Activity in 1961 


Studies which are now being made in many states indicate 
that there will be extensive Code activity in the 1961 legislatures. 
Definite plans are being made for the Code’s introduction into 
the legislatures of Arkansas, California, Illinois, Indiana, Maine, 
Montana, New Jersey, New Mexico, North Dakota, Ohio, Okla- 
homa, Oregon, Rhode Island, Washington, Wisconsin and Wy- 
oming. 

In addition, bar association or other groups have inaugurated 
studies of the Code in Arizona, Delaware, the District of Colum- 
bia, Idaho, Iowa, Michigan, Minnesota, Mississippi, Nebraska, 
South Carolina, Tennessee, Utah and Vermont. 

Thus it will be seen that the Code is definitely under con- 
sideration for introduction into the 1961 sessions of legislatures 
in states from Maine to California, and that in many other states, 
while definite plans have not as yet been made, studies are under 
way. 
It will, indeed, be surprising if by the time the 1961 sessions 
of state legislatures have adjourned, another half dozen or more 
states have not become Commercial Code states. And, of 
course, as more states enact the Code, the desire for uniformity 
in the laws regulating commercial transactions will increase pro- 
portionately in those remaining. 

There is only one possible way of attaining substantial uni- 
formity in commercial law in the foreseeable future. That is by 
having all the states enact the Code. For it is certain that no 
new group will spend the thousands of hours of time and the 
hundreds of thousands of dollars necessary for the preparation 
of some different codification of commercial law. 





Judicial Treatment of the Bar-Bank 
Conflict 


To what extent may a corporate fiduciary use its permanently 
employed attorneys to accomplish legal tasks incident to trustee 
or executor activity? This is the crucial problem highlighted 
by the Connecticut Bank opinion. Before considering the de- 
sirability of restraints in this area, an examination of how and 
why the courts have treated the question is necessary. 


In applying the basic unauthorized practice prohibition that 
a corporation may not practice law even through its employees, 
courts have uniformly forbidden banking institutions from draft- 
ing wills,” complex trust agreements,” and escrow contracts,” 
and have prohibited advertisements concerning the ability to 
draft such instruments.” These decisions give little aid in the 
solution of the crucial issue stated above, for the activities en- 
joined are not legal tasks intimately connected with the bank's 
legitimate fiduciary role. Courts have permitted the drafting 
of simple non-testamentary trust instruments” and have allowed 
advertising which describes the benefits of wills and trusts and 
suggests employment of a bank as executor or trustee.” A large 
portion of this tolerated activity occurs before the bank has 
become a fiduciary. Once it assumes such duty and commences 
performance of legal business in connection with the administra- 
tion of trusts and estates, decisions have failed to reach uniform 
conclusions.** 


This article is reprinted in part with the permission of the editors of the CORNELL 
LAW QUARTERLY, Ithaca, N. Y. 

27 Arkansas Bar Ass’n v. Union National Bank, 224 Ark. 48, 273 S.W.2d 408 
(1954). 

28 Judd v. City Trust & Savings Bank, 183 Ohio St. 81, 12 N.E.2d 288 (1937); 
In re Eastern Idaho Loan & Trust Co., 49 Idaho 280, 288 Pac. 157 (1930). 

29 Judd v. City Trust & Savings Bank, 183 Ohio St. 81, 12 N.E.2d 288 (1937); 
Detroit Bar Ass’n v. Union Guardian Trust Co., 282 Mich. 216, 276 N.W. 365 (1937). 

80 Land Title Abstract & Trust Co. v. Dworken, 129 Ohio St. 238, 193 N.E. 650 
(1984). 

81 Merrick v. American Sec. & Trust Co., 107 F.2d 271 (D.C. Cir. 1939); Detroit 
Bar Ass’n v. Union Guardian Trust Co., 282 Mich. 216, 276 N.W. 365 (1937). 

82 Arkansas Bar Ass’n v. Union National Bank, 224 Ark. 48, 273 S.W.2d 408 
(1954). 

83 The leading cases sustaining bank activity in this area are Groninger v. 
Fletcher Trust Co., 220 Ind. 202, 41 N.E.2d 140 (1942); Merrick v. American 
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If the practice of law is practice for others, it follows that in 
evaluating contested trustee-executor procedures, courts must 
deal with two questions. First, is the corporate fiduciary acting 
primarily for itself or for others? If, for example, a professional 
trustee in administering a trust is performing activities for it- 
self, there can be no complaint for the services are not being 
rendered for others. Second, assuming the fiduciary is acting 
for the holders of the beneficial interest, do its acts involve the 
performance of a legal service? A finding of unauthorized prac- 
tice requires an affirmative answer to both questions. A brief 
examination of two leading cases points up a judicial conflict. 


In Arkansas Bar Ass'n v. Union National Bank,** defendant 
was enjoined from preparing pleadings and appearing in pro- 
bate court on behalf of beneficiaries of estates, although such 
work was performed through staff attorneys of the bank. The 
court reasoned that a trustee or executor does not act for him- 
self except in those rare instances where his account as a repre- 
sentative is in question or misconduct is charged against him.” 
However, under a similar fact situation in Judd v. City Trust 


& Savings Bank,” an Ohio court refused to prohibit such prac- 
tices, stating that corporations administering estates as fiduci- 
aries are acting primarily for themselves.” Both opinions have 
received support,** and the issue was a major consideration in 
the Connecticut Bank case where the Arkansas view prevailed.” 


Sec, & Trust Co., 107 F.2d 271 (D.C. Cir. 1989); Judd v. City Trust & Savings Bank, 
183 Ohio St. 81, 12 N.E.2d 288 (1937). Cascs contra are Arkansas Bar Ass’n v. 
Union National Bank, 224 Ark. 48, 273 S.W.2d 408 (1954); In re Otterness, 181 Minn. 
254, 232 N.W. 318 (1930). 

34 294 Ark. 48, 273 S.W.2d 408 (1954). 

85 The very term itself it seems to us implies that a trustee or personal repre- 
sentative is not acting for himself and in connection with his own business affairs but on 
the contrary is acting for others who ordinarily would be the beneficiaries. 224 
Ark. at 52 S.W.2d at 411. 

36133 Ohio St. 81, 12 N.E.2d 288 (1987). 

87 While it is true that a fiduciary . . . is answerable to . . . beneficiaries . . . that 
is not destructive of the proposition that the fiduciary has a . . . direct and primary 
interest . . . . In performing the legal phases of that business, attorney-employees 
are acting for their employers. ... They are not acting for others, except as others 
may be incidently affected. The trust company is then doing its own recognized 
business through lawyers of its own selection. 133 Ohio St. at 91, 12 N.E.2d at 293. 

88 Hobson v. Kentucky Trust Co., 303 Ky. 493, 197 S.W.2d 454 (1946) and 
Steer v. Land Title Guarantee & Trust Co., 113 N.E.2d 763 (Ohio C.P. 1953) are 
in accord with the Arkansas position. Contra, Merrick v. American Sec. & Trust 
Co., 107 F.2d 271 (D.C. Cir. 1939) and Detroit Bar Ass’n v. Union Guardian 
Trust Co., 282 Mich. 216, 276 N.W. 365 (1937). 

39 Tt might be noted that unauthorized practice ligitation is one of the very 
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As to the second question of whether the acts of the fiduciary 
involve the rendering of legal services, it appears that the prob- 
lem has generally been decided either by a brief statement with- 
out analysis or by the almost mechanical application of one or 
two general tests. The Connecticut and Arkansas opinions 
found the preparation of fiduciary documents and probate ap- 
pearances to be illegal without close scrutiny of the nature of 
the acts." By the same method, the Judd decision reached a 
contrary result. Other courts have sought to give more sub- 
stance to their determinations by resorting to a number of for- 
mulae. A common criterion employed is the “incidental to 
business” standard which provides that almost anything neces- 
sary to the conduct of an authorized business, if reasonably in- 
cidental, is permitted.’ Included in this test is the “difficult 
question of law” concept which allows the corporation to per- 
form simple legal services when related to its business but for- 
bids the resolution of complex legal issues.“ As yet, these two 
tests are the only ones which have been utilized in bank cases, 
but decisions in other unauthorized practice fields have given 
special attention to community customs“ and public necessity“ 
as determining whether the acts are unlawful. 

None of these approaches adequately explains the often con- 
flicting results reached. Rather, it appears that the solution of 
doubtful and unsettled unauthorized practice questions springs 
from the acceptance or rejection of two broad policy principles 
—the danger of divided allegiance between attorney and client, 
and fear of commercialization of the practice of law. 


POLICY CONSIDERATIONS 
In restricting bank practices, judges, being themselves law- 


few times that banks are likely to stress their personal interest rather than that of 
the beneficiary in trust administration. 

40 But the courts did explore broad policy considerations. 

41 Merrick v. American Security & Trust Co., 107 F.2d 271 (D.C. Cir. 1939). 
For a criticism of this test see Hexter Title & Abstract Co. v. Grievance Committee, 142 
Tex. 506, 179 S.W.2d 946 (1944). 

42 Gardner v. Conway, 234 Minn. 468, 48 N.W.2d 788 (1951). Contra, People v. 
Lawyers Title Corp., 282 N.Y. 513, 27 N.E.2d 30 (1940). 

43 Conway-Bogue Realty Investment Co. v. Denver Bar Ass’n, 135 Colo. 398, 
$12 P.2d 998 (1957); Lowell Bar Ass’n v. Loeb, 315 Mass. 176, 52 N.E.2d 27 (1948). 

44 In Conway-Bogue Realty Investment Co. v. Denver Bar Ass’n, supra note 42, 
legal services were permitted in an area with a scarcity of lawyers. People v. Jersin, 
101 Colo. 406, 74 P.2d 668 (1937). 
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yers,”° are likely to be greatly influenced by the position of the 
American Bar Association, which over the last twenty-eight 
years has led a strenuous crusade against unauthorized prac- 
tice.“ This national group has developed a highly publicized 
composite of reasons for the elimination of encroachments on 
the legal field. The campaign is said to be based on a need for 
protection of the public which can be satisfied only by excluding 
the incompetent from the practice of law,’ and by ensuring 
that all who purport to give legal service are bound by the high 
professional standard of ethics recognized by the bar."* More- 
over, a third reason given for forbidding the corporate practice 
of law is that it would tend to destroy the attorney-client rela- 
tionship and would often place the lawyer in a situation of con- 
flict of interest between the client and his employer corpora- 
tion.” Most courts have adopted these bases, and have joined 
with bar associations in denying that the purpose of unauthorized 
practice restrictions is to protect the monopoly of the bar. It 
is evident that as long as banks make use of employee attorneys 
there is little danger of incompetence. The fear of unprincipled 
behavior is also minimized since such attorneys are bound by 


the Canons of Ethics. The remaining policy consideration, that 
corporate counsel rendering services for others may be involved 
in a conflict of interest, is not without force. The Connecticut 
Bank opinion specifically emphasized that 


the relation of an attorney to his client is preeminently 


45 “Judges have nearly all been practitioners and they are naturally apt to 
retain the loyalties and prejudices of their own guild, and to give high value 
to the claims and qualities of their group.” Cheatham, Cases and other Materials 
on the Legal Profession 55 (Ist ed. 1938). 

46 The American Bar Association has had an unauthorized practice committee 
since 1930. The committee publishes a quarterly bulletin, “Unauthorized Practice 
News,” which is widely disseminated. The Association has filed briefs as amicus 
curiae in unauthorized practice ligitation, as was done in the Connecticut Bank 
case. It has been largely involved in the negotiation of statements of principles 
with business groups. See Otterbourg, “A Study of Unauthorized Practice of 
Law” (1951). 

47 The justification for excluding . . . persons not admitted to the bar is to be 
found . . . in the protection of the public from being advised and represented in 
legal matters by incompetent and unreliable persons . . . . Lowell Bar Ass'n v. 
Loeb, 315 Mass. 176, 180, 52 N.E.2d 27, 31 (1943). 


48 Gardner v. Conway, 234 Minn. 468, 48 N.W.2d 788 (1951). 
49In re Co-operative Law Co., 198 N.Y. 479, 92 N.E. 15 (1910). 


50 Lowell Bar Ass’n v. Loeb, supra note 46; People v. Alfani, 227 N.Y. 334, 
125 N.E. 671 (1919). 
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confidential. It demands on the part of the attorney 
undivided allegiance . . . and utter renunciation of every 
personal advantage conflicting in any way directly or in- 
directly with the interests of his client . . . [C ]orporations 
or associations cannot meet these prerequisites and there- 
fore cannot engage in the practice of law.” 


It cannot be denied that occasions often arise when a salaried 
trust company attorney can not be completely free from dis- 
interest.” To force the corporation to retain independent out- 
side counsel might still involve a possibility of divided loyalties; 
but the danger may be somewhat less. This potential conflict of 
interest could stand as a major policy consideration against al- 
lowing banks and trust companies complete freedom in allow- 
ing employee attorneys to act for the trusts and estates which 
the companies administer. 

A second important motive for judicial action restricting 
corporate legal activity is a fear that the absence of such re- 
straints will encourage commercialization of the practice of law 
with resulting damage to the public. Courts have been reluc- 
tant to verbalize this concern directly, but have hinted at the 
risk that professional ideals may be sacrificed to the exigencies 
of trade, and that the emphasis among lawyers may shift from 
one of service to one of personal advantage.” To allow trust 
companies to render legal services while still availing themselves 
of the privileges of advertising seems to stress competition and 
financial gain. In effect, such advertising, coupled with unauth- 
orized practice, allows corporate attorneys to do indirectly what 
is forbidden individual members of the profession. At any 
rate, personal contact is minimized and the one served tends 
to become a customer rather than a client. 

51140 A.2d at 870. 

52 At times the best interests of the testator are served by an outright disposition 
of his estate, but then there are no trustee’s fees. Circumstances might make it 
desirable that there be two trustees, but in that event the company would have to 
share the fees with another. It is often in the client’s interest that the trust be of 
short duration, but those which endure over a long period of years are most profitable 
to the fiduciary. The client’s interest might demand that the powers of the trustee 
be rather limited, but the company wants them as broad as possible . . . . Hicks & 
oo — Practice of Law by Laymen and Lay Agencies,” 41 Yale L.J. 69, 82 


53 See Bump v. District Court, 232 Iowa 623, 5 N.W.2d 914 (1942). See 
also Cohen, “The Law, Business or Profession” 40 (1916). 
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Courts which have permitted banks and trust companies to 
operate relatively freely within the legal field in fiduciary ad- 
ministration have not been convinced by these policy con- 
siderations, and have, therefore, been reluctant to restrict estab- 
lished business activities." The bank position is that it is per- 
forming skilled and specialized services beneficial to the public, 
and that opposition springs from lawyers seeking unfairly to 
extend their monopoly.” In short, the claim is made that 
cheaper, faster, and often better service should not be denied 
the public. In seeking a balance between independent repre- 
sentation and prevention of commercialism within the pro- 
fession on the one hand, and the burdens resulting from restric- 
tions on bank business on the other, the courts and legislatures 
are left largely to their own policy conceptions. Thus it is un- 
derstandable that they have sought refuge in general rules. 


CONCLUSION 


In general, as in the Connecticut Bank case, there has been 
considerable judicial sympathy for the American Bar Association 
position. Whether the activities of unauthorized practice com- 
mittees are an effective method to secure their goal—public 
benefit through a strong, capable, and independent bar—is not 
entirely clear. It is possible that the campaign, when directed 
against competent specialized groups, has even resulted in some 
damage to the general prestige of the profession. 

Realistically, the alert condemnation with which bar associ- 
ations have attacked encroachments in the area of legal practice 
can be said to have its basis in two mingled motives: the desire 
to guarantee maximum service to the public and to preserve the 
powerful position of the profession. Although the latter reason 
has strong economic overtones it still has a bearing on the former. 
A strong bar has provided considerable leadership in men and 
ideas. A weakening of the bar even by lay groups providing 
better service, may not be desirable if such groups cannot exert 
similar leadership.” Nevertheless, there appears to be a sound 


54See note 32, supra, for cases sustaining bank activity. 

55 Ernst, “The Proposal,” 4 J. Pub. Law 1 (1955). 

56 Johnstone, “The Unauthorized Practice Controversy, A Struggle Among 
Power Groups,” 4 Kan. L. Rev. 1, 56 (1955). 
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basis for the contention that the emphasis on unauthorized prac- 
tice is not the most effective means for accomplishing either 
greater public benefit or a powerful bar. 


The serious disadvantage of the unauthorized practice com- 
mittees’ crusade is that it lacks the sympathy of the public. The 
conviction of laymen and even some lawyers that the goal sought 
is to prevent the loss of legal business and fees is likely to with- 
stand the most public spirited language. Sanctions imposed 
on disbarred attorneys or obviously incompetent practitioners 
are supported by all groups; but where competent specialists, 
rather than petty poachers, are included in the intruder class, 
the tendency is to equate the bar’s negative struggle with trade 
union featherbedding practices.” Whereas organized associa- 
tion efforts have had great success in raising and preserving the 
prestige of the legal profession generally, it is not at all clear 
that the unauthorized practice campaign has achieved similar 
results. Since the effectiveness of the profession must be largely 
proportionate to the public’s impression of it, it appears that a 
fresh approach may be called for. 


Concentration of moneys and energy in an affirmative en- 
deavor to raise the standards of practicing lawyers and to en- 
sure still more capable service than exists at present is certainly 
a partial solution. As more skill and dedication are demanded 
of the attorney, his susceptibility to harmful commercial influ- 
ences must decrease. The conflict of interest hazard which the 
public faces in bank business could perhaps be minimized by 
bar association public relations activities which would con- 
tribute to client education by stressing the benefits of independ- 
ent disinterested representation.* Finally, serious considera- 
tion of the development of specialization programs within the 
profession to meet public demands should form part of a fresh 


57 Ernst, supra note 54, at 3. 

58 Public relations pamphlets for laymen are at present being distributed by 
some bar associations. Information concerning these pamphlets can be obtained 
from the Coordination Service of the American Bar Association, American Bar Center, 
Chicago 87, Ill. 

A sampling of the titles of these pamphlets includes “A heritage of service”; 
“Introducing your lawyer”; “When should you consult your lawyer”; “Be careful 
when buying a home”; “Do you need a will?” 
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approach to unauthorized practice.” A certain amount is al- 
ready being done in all these areas. Additional focus on such 
remedial measures should prove far more effective than the pre- 
sent inadequate emphasis on traditional attorney prerogatives. 


Faust F. Rossi 


59 For a discussion of the specialization problem, see Joiner, “Specialization in 
the Law: Control It or It Will Destroy the Profession,” 41 A.B.A.J. 1105 (1955); 
Siddall, “A Report to Professor Joiner’s Call for Control,” 42 A.B.A.J. 625 (1956). 
See also, note, 107 U. Pa. L. Rev. 402 (1959). 


FEDERAL RESERVE BOOK PUBLISHED 


Herbert V. Prochnow has recently edited a book which 
should be of great help to those wanting first-hand information 
about the Federal Reserve System. The book consists of essays 
on various aspects of the system written by seventeen leading 
economists, bankers and professors whose knowledge and back- 
grounds eminently qualify them to explain this highly complex 
subject. Mr. Prochnow points out in his foreword: “Inadequate 
public understanding of the Federal Reserve System is unfortu- 
nate. It leads some persons to look hopefully to the system to cor- 
rect weaknesses in our economy over which actually it may have 
little or no control. The failure to appreciate the vast achieve- 
ments of the system since its establishment also leads to under- 
estimating the role it may play in the growth and stability of 
the nation’s economic life.” It is to help correct these misunder- 
standings that the writings of these bankers and economists were 
collected in one volume. The Federal Reserve System. Proch- 
now. Harper & Brothers, New York. Pp. 393. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Bank Recovers on Group Insurance Policy Covering 
FHA Borrowers 


Katie Phelps was the owner of a dwelling house which 
she occupied with her three adult sons. For the purpose of 
financing improvements to the property, she and her three sons 
executed and delivered to the bank a credit application for an 
FHA loan which disclosed that she was the sole owner. A 
loan was made on the strength of the application and a note 
was signed by the four of them and delivered to the bank. 
At the time the bank had a group life insurance policy in force 
which provided that the insurance company would pay the un- 
paid balance of FHA loans upon the death of FHA borrowers. 
To be eligible as an insured borrower under the policy a person 
must have been the principal wage earner if the indebtedness 
was a joint obligation. 


Katie Phelps died and one of her sons, as administrator of his 
deceased mother, sued the bank and insurance company and 
asked for determination of the rights of the parties under the 
policy. If the note created a “joint obligation” under the 
policy the mother was not an insured borrower because she 
was not the principal wage earner. 


The court held that the mother was the only debtor of the 
bank. The signatures of the sons on the note, the court stated, 
did not make the sons borrowers under the applicable housing 
regulations because they had no interest in the property and 
it concluded, therefore, that the obligation was not joint but 
the single and individual obligation of Katie Phelps. It there- 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 739.5. 
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fore affirmed a judgment in favor of the bank and against the 
insurance company for the balance of the loan. Phelps v. State 
Mutual Life Assurance Company of Worcester, Supreme Court, 
Appellate Division, 197 N.Y.S. 2d 387. The opinion of the court 
follows: 


WILLIAMS, P. J.—This appeal involves the propriety of a judgment 
in favor of the Merchants National Bank and Trust Co. against The 
State Mutual Life Assurance Company. 

The insurance company had issued a group policy in favor of the 
bank in which it agreed to make payments to the bank upon the deaths 
of certain insured debtors. If one Katie Phelps (now deceased) was 
an insured debtor under the meaning and intent of this policy, the 
judgment must be affirmed. If she was not, reversal is required. 

Said Katie Phelps was the owner of a dwelling house which she oc- 
cupied with her three adult sons. A credit application was made to the 
bank by all four for the purpose of obtaining a loan to finance improve- 
ments to the property. This disclosed that Katie Phelps was the sole 
owner. A loan was made on the strength of the application and a note, 
also signed by all of them, was given to the bank. 

The loan was of the type commonly known as an F.H.A. loan made 
under Federal Housing Administration Regulations. The group policy 
provided that it insured “Certain Debtors” of the bank who were in- 
debted on loans of this type. 

Under the title “Debtors to be Insured and Amount of Insurance” the 
policy contains the following provisions: 


“Debtors Eligible. Each debtor who becomes indebted to 
the Creditor on or after the Effective Date of this policy will 
be eligible for insurance under this Policy on the date on which 
he becomes indebted to the Creditor provided he then meets the 
following conditions: 


“(a) he is a natural person; 

“(b) he is the principal wage earner, if the indebtedness is 
a joint obligation; 

“(c) the indebtedness is evidenced by a housing loan note 
which is an eligible note under the Creditor’s Title I F.H.A. 
Contract of Insurance. 

“Each debtor who became indebted to the Creditor prior to 
the Effective Date will be eligible for insurance on the Effective 
Date hereof, provided the above conditions are satisfied and the 
Creditor has not filed claim under its Contract of Insurance with 
the F.H.A, for payment of the housing loan note.” 
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It thus appears that in order to be eligible as an insured under the 
policy, a person must be the principal wage earner if the indebtedness is 
a joint obligation and the indebtedness must be evidenced by a housing 
loan note which is an eligible note under creditor's Title I F.H.A. Con- 
tract of Insurance. ’ 

Upon the death of Katie Phelps, the two sons individually and one 
individually and as administrator of her estate sued the insurance com- 
pany and the bank asking for a determination of the legal rights of all 
parties to the suit under the insurance contract. The bank in turn claim- 
ed against the insurance company for the balance of the loan, contend- 
ing that Katie Phelps was an insured debtor and that such amount be- 
came payable to the bank by the insurance company upon her death. 

It is necessary to determine whether the improvement loan note 
created a “joint obligation” within the meaning of the policy, because if it 
did, then under condition (b) above mentioned, Katie Phelps would not 
be insured unless she was the principal wage earner. There was testi- 
mony taken in an effort to establish that she was. We conclude, how- 
ever, that she was not. This leaves for consideration the question of 
whether the note created a “joint obligation.” 

It is necessary to examine the applicable Housing Regulations (24 
Code of Federal Regulations 201). In Sect. 201.1(i) of such regulations 
as they existed at the time in question, “Borrower” is defined as follows: 


“(i) ‘Borrower’ means one who applies for and receives a 
loan in reliance upon the provisions of the act and whose in- 
terest in the property to be improved is (1) a fee title, or (2) a 
life estate, or (3) an equitable interest under an instrument of 
trust or contract, or (4) a lease having a fixed term, expiring not 
less than six calendar months after the maturity of the loan.” 


Sect. 201.2(a) deals with “Eligible notes.” These sections, construed to- 
gether, indicate that an eligible borrower must have an interest in the 
property as described in Sect. 201.1 and must have signed the note as 
maker as provided in Sect. 201.2(a). 

Katie Phelps was the only debtor of the bank on the note in question 
who fulfilled these requirements, for the three sons had no interest in the 
property. Nor did their signatures on the note make them borrowers 
or the note eligible under the above quoted provisions. Therefore, under 
the Housing Act, 12 U.S.C.A. § 1701 et seq., the obligation was not joint 
but the single and individual obligation of Katie Phelps. 

Other provisions in the policy fortify the conclusion that to be insured 
under such policy a debtor must be a qualified borrower who has signed 
an eligible note as these terms are defined in the Federal Regulations. 
Adverting to the definition of “Debtor to be Insured” quoted above, the 
last paragraph makes an element of eligibility an F.H.A. housing loan 
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note. Later, under the heading of “Amount of Insurance” it is stated 
the amount of insurance “shall not exceed the amount allowable under 
Title I of the Federal Housing Act.” Under “General Provisions” it is 
provided that the insurance “on any debtor” should automatically termi- 
nate on the date the creditor [bank] files claim under its contract of in- 
surance with the F.H.A. for payment of the housing loan note. And 
finally in the application for the group policy signed by the bank, which 
is attached to and made a part of the policy, it is provided that only 
debtors are to be insured whose indebtedness is secured by an F.H.A. 
Title I loan. 

It is clear, therefore, that only those who qualify under the National 
Housing Act Regulations are insured by this group debtor policy. 

Gilbert v. State Mutual Life Assurance Co., 7 A.D.2d 778, 180 N.Y. 
§.2d 7, is a similar case. There the note was signed by a mother and son. 
The policy contained the same provisions at to principal wage earner, joint 
obligation and an indebtedness evidenced by a Title I contract of insur- 
ance. The court found that the mother, who was the property owner, was 
the principal wage earner so that she came with that specific provision 
of the contract. However, the court decided that she, being the owner 
of the property that was improved, was the only debtor whose life might 
be insured under the policy in question and that the obligation from her 
to the bank was the only loan eligible under said Title I. It was further 
stated that the son could not be considered eligible for insurance and 
that for the purposes of the policy the indebtedness must be deemed 
solely that of the mother and that there was no “joint obligation.” 

There is one other matter that requires comment. The Trial Justice 
failed to make findings of fact although the case was tried before him 
without a jury. Merely stating that a decision is signed and filed pur- 
suant to Section 440 of the Civil Practice Act does not make it a proper 
decision under that section. “The decision of the court . . . must state 
the facts which it deems essential.” Section 440, Civil Practice Act; 
Manson v. Manson, App.Div., 196 N.Y.S.2d 105. 

However, rather than remit for findings, we have supplied the findings 
in the exercise of our discretion (Section 584, Civil Practice Act; Vic- 
tor Catering Co. v. Nasca, 8 A.D.2d, 5, 9, 185 N.Y.S.2d 466, 470; Leeds v. 
Joyce, 202 App. Div. 696, 195 N.Y.S. 468, affirmed 235 N.Y. 620, 139 
N.E. 759). 

The judgment should be affirmed. 

Judgment unanimously affirmed with separate bill of cost to plain- 
tiffs-respondents and defendant-respondent. Certain findings made. 
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Makers of Note Allowed to Assert Fraud As a 
Defense Against Holder in Due Course 


A promissory note was executed and delivered to the order 
of a firm in the home improvement business. The payee 
negotiated the note to a mortgage company which concededly 
was a holder in due course. During the holder's suit on the 
note the makers undertook to prove that at the time they signed 
the note it was blank and was attached to a credit application. 
They also offered to prove that they did not know they were 
signing a note and that the agent of the payee had represented 
to them that they were signing a credit application. 


The trial judge held that such proof would be insufficient 
to defend a suit brought by a holder in due course and refused 
to allow it in evidence. On appeal the court distinguished 
between fraud in the inducement and fraud in the procurement. 
Fraud in the procurement results in the maker being unaware 
of the nature of the instrument he is signing. Fraud in the 
inducement results in the signer being led by deception to 
sign an instrument he knew was a negotiable instrument. The 
latter kind of fraud, the court stated, is a personal defense not 
good against a holder in due course. Fraud in the procurement, 
however, is a “real defense” good as against a holder in due 
course provided the maker was not negligent in failing to dis- 
cover the actual character of the instrument. The reason for 
the rule, the court pointed out, is that one should not be bound 
by an obligation he does not know he is entering into. The 
court ordered a new trial to determine the issues of fraud and 
negligence. New Jersey Mortgage and Investment Co. v. Dor- 
sey, Superior Court of New Jersey, 158 A.2d 712. The opinion 
of the court follows: 


CONFORD, J. A. D.—This is an action on a negotiable promissory 
note by a holder in due course thereof against the maker. The note had 
been given to U. S. Homes, trading as National Homes, a firm in the 
business of home improvement, in connection with a contract to do 
certain improvements on the defendants’ home. The note was for 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 598. 
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$2,435.40, payable in 60 monthly installments of $40.59, and plaintiff had 
purchased it the day after its execution for $1,800. At the trial, the de- 
fendants undertook to prove that at the time they signed the note it was 
blank and that it was attached to and part of a credit application; that 
they did not know they were signing a note; and that the agent of U. S. 
Homes had represented to them that they were signing a credit applica- 
tion. Upon objection to this line of proof, the trial judge considered 
argument on the point in the absence of the jury, and then ruled that 
the facts outlined by the defendants’ counsel in his proffer of proof, as 
aforestated, would be insufficient as a matter of law to defend against a 
holder in due course. Defendants conceded that the plaintiff was a hold- 
er in due course. 

Upon suggestion of the court, the parties entered into a stipulation 
of settlement. The terms of the stipulation were that the plaintiff would 
accept as full satisfaction the sum of $2,350 if paid within 30 days; other- 
wise judgment would be entered in favor of the plaintiff for the amount 
sought in the complaint—$2,814.85, plus interest and costs of suit. The 
third paragraph of the stipulation stated that if judgment were entered 
because of failure to make the stipulated payment, “the rights of the 
defendants to appeal from any of the rulings of the court rendered at 
the trial of the issues joined as aforesaid shall be preserved to the said 
defendants.” The stipulated payment was not made, and judgment was 
consequently entered. 


The defendants assert two basic grounds of appeal. It is contended, 
first, that the instrument was incomplete at the time it was turned over to 
the payee by the defendants and never “delivered” by them to the payee 
as a note, and that therefore, under the Negotiable Instruments Law 
R.S. 7:2-15, N.J.S.A.), its subsequent completion and negotiation with- 
out authority from them did not make it a valid contract in the hands 
of the plaintiff. Second, it is argued that the signatures of the defendants 
on the note were procured by fraud in the factum, i. e., such fraud as 
prevented the defendants’ knowing that they were signing a negotiable 
instrument; and it is contended that this constitutes a “real defense” of the 
type which is invocable even against a holder in due course. 


We address our attention to the last stated ground of appeal, as our 
conclusion thereon requires a reversal. 


At common law, such fraud in the procurement of the execution of a 
note or bill as results in the signer’s being ignorant of the nature of the 
instrument he is signing, sometimes designated as fraud in the factum, 
was held to be a real defense, i. e., invocable even against a holder in due 
course, provided the maker or drawee was not negligent in failing to 
discover the actual character of the instrument. Britton, Bills and Notes 
(3d ed. 1943), § 180, pp. 566 et seq.; Brannan, Negotiable Instruments 
Law (6th ed. 1988), § 55, pp. 623-627; Note, “Real Defenses to Negotia- 
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ble Instruments in New Jersey,” 7 Rutgers L. Rev. 405, 409-410 (1953). 
Such fraud was distinguished from “fraud in the inducement,” where 
the signer was led by deception to execute what he knew to be a ne- 
gotiable instrument, this being only a personal defense, not available 
against a holder in due course. ~The subject is discussed at length by 
Professor Britton in “Fraud in the Inception of Bills and Notes,” 9 Cornell 
L.Q. 188 (1924) and in his textbook, cited above. 

There is apparently no New Jersey case giving express consideration 
to the question as to whether the common-law rule obtains in this State, 
notwithstanding the adoption of the Negotiable Instruments Law in 
1902 (L.1902, c. 184). That act does not expressly distinguish between 
fraud in the factum and other kinds of fraud, and provides that fraud 
(undifferentiated) renders defective the title of a person who obtained 
the instrument or any signature thereto by that means, R.S. 7:2-55, N.J. 
S.A., but does not affect the rights of a holder in due course, R.S. 7:2-57, 
N.J.S.A. Cf. Budget Corporation of America v. DeFelice, 46 N.J.Super. 
489, 498, 185 A. 2d $1 (App.Div.1957), to the effect that fraud in the 
factum vitiates the delivery of the instrument by the defrauded person. 
Illustrating the rule that ordinary fraud will not avail as a defense against 
a holder in due course are such cases as Davis v. Clark, 85 N.J.L. 696, 
90 A. 308 (E. & A.1914); Auto Brokerage Co. v. Ullrich, 4 N.J.Misc. 
808, 184 A. 885 (Cir.Ct.1926); and Driscoll v. Burlington-Bristol Bridge 
Co., 8 N.J. 483, 479-485, 86 A.2d 201 (1952). 

In Colonial Discount Co. v. Bures, 8 N.J.Misc. 124, 149 A. 41 (Sup. 
Ct.1930), affirmed o. b. 107 N.J.L. 374, 154 A. 631 (E. & A.1931), the 
court sustained the striking as frivolous of an answer to an action on a 
note, given in connection with the purchase of a car, which defended 
on the basis of facts amounting to fraud in the factum. The opinion con- 
tains no discussion of the significance of the facts in terms of that specific 
kind of fraud, going off on the conventional rule that the holder in due 
course takes free of the defense of fraud. The decision thus has no 
value as a precedent for present purposes. Moreover, the facts there 
relied upon clearly bespoke negligence by the maker of the notes. 

The great weight of authority elsewhere favors the defense of fraud 
in the factum against any holder, provided the maker was not negligent 
in failing to ascertain the actual character of the instrument. The ra- 
tionale of the defense is the fundamental of contract law that one can- 
not be bound on an obligation he does not know he is entering into. Re- 
statement, Contracts, § 475. A good discussion of the principle, includ- 
ing the qualification as to the signer’s negligence, is found in C. I. T. 
Corporation v. Panac, 25 Cal.2d 547, 154 P.2d 710, 712-714, 160 A.L.R. 
1285 (Sup.Ct.1944), where it was said (154 P.2d at page 713): 


“.. . It was not intended by the enactment of the negotiable 
instruments law that the whole law of contracts was to be abro- 
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gated unless clearly indicated. The defense under consideration 
goes to the existence of any contract. If there is no contract 
there is no negotiable instrument, which is a simple contract.” 


See also Gardner v. Rubin, 149 Cal.App.2d 368, 308 P.2d 892 (Cal. 
Dis.Ct.App.1957); Columbia Federal Savings & Loan Ass’n v. Jackson, 
131 A.2d 404 (Mun.Ct.App.D.C.1957); Zier v. Eastern Acceptance 
Corp., 61 A.2d 106 (Mun.Ct.App.D.C.1948); Branz v. Stanley, 142 Me. 
318, 51 A.2d 192 (Sup.Jud.Ct.1947); First National Bank of Odessa v. 
Fazzari, 193 N.Y.S.2d 367, 369 (Cty.Ct.1959); Chapman v. Rose, 56 N.Y. 
137 (Ct.App.1874); Millrose Corporation v. Brent, 271 F.2d 508, 509 
(D.C.Cir.1959); United States v. Castillo, 120 F.Supp. 522, 523-524, 
(D.C.D.N.M.1954); Amato v. Fullington, 213 Or. 71, 322 P.2d 309, 315 
(Sup.Ct.1958); Freedley v. French, 154 Mass. 339, 28 N.E. 272, 278 
(Sup.Jud.Ct.1891); Annotation, 160 A.L.R. 1295 (1946). See also Brit- 
ton, Bills and Notes, op. cit., supra, § 180, p. 566 et seq.; Britton, “De- 
fenses, Claims of Ownership and Equities, etc.,” 7 Hastings L.J. 1, 8-10 
(1955). Compare Uniform Commercial Code, § 3-305(2)(c); Id., 
Comment 7. 


The question of whether there has been negligence is one for the 
trier of fact, who must determine it from all the surrounding circum- 
stances of the transaction, including the literacy, education, intelligence 
and capacity of the signer, and the reasonableness in the light thereof of 
his reliance on the fradulent misrepresentations. Consideration is to be 
given to the relationships between the parties, the availability of third 
persons who could be called upon for advice, and whether or not 
reasonable prudence was exercised by the signer. See, e. g., Branz v. 
Stanley, United States v. Castillo, C. I. T. Corporation v. Panac, Gardner 
v. Rubin, Amato v. Fullington, all supra. It is usually held that the 
failure of a literate person to read the instrument ordinarily constitutes 
negligence, the theory prevailing that otherwise there would result an 
undue hinderance to free negotiability. United States v. Castillo (120 
F.Supp., at page 524); Zier v. Eastern Acceptance Corp. (61 A.2d, at 
page 108); Amato v. Fullington, all supra. And see First National 
Bank of Odessa v. Fazzari, supra, finding negligence where an illiterate 
maker failed to call for the advice of his literate wife, who was in the 
next room. Nevertheless, there may be such mitigating circumstances, 
e. g., a low degree of intelligence, lack of familiarity with commercial 
transactions, or confidence justifiably placed in the defrauder, as will 
excuse the failure to read, and hence not estop the maker from assert- 
ing the defense of fraud in the factum. See United States v. Castillo; 
Gardner v. Rubin (308 P.2d, at page 896); Millrose Corporation v. Brent 
(271 F2d, at page 509), all supra. See also Gotham Credit Corp v. 
Brancaccio, 83 N.Y.S.2d 341, 343 (City Ct.1948). 


No persuasive reason is shown why we should not follow the rule 
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generally prevailing in most of our sister jurisdictions, as well as in 
Great Britain, exemplified by the cases cited. In accord: Note, 7 Rut- 
gers Law Rev., op. cit., supra, at pp. 409-410. Sound principle and 
considerations of fairness pointing in that direction, we hold that fraud 
in the factum is a good defense-to an action on a negotiable instrument 
as against a holder in due course, provided there has been no negligence 
on the part of the signer. In view of these conclusions, issues of material 
fact were posed by defendants’ proffer of proof which was rejected by 
the trial court, and there must be a reversal and a trial of both the ques- 
tions of fraud and negligence. 

The inquiry remains as to whether, if defendants lose at the trial on 
either the issues of fraud in the execution of the note or that negligence 
there will yet survive a defense posited upon R.S. 7:2-15, N.J.S.A. We 
think not. The reliance upon that section is based on the thesis that 
the fraud is such as to preclude delivery and therefore there has been a 
failure of delivery of an incompleted instrument, later completed and 
negotiated without defendants’ authority, precluding the enforceability 
of the contract against defendants by any holder. A factual finding 
against the defendants as to the fraud asserted would patently under- 
mine a defense so conceived. Negligence on the part of a drawee or 
maker of a negotiable instrument permitting its transfer to a holder in 
due course should have the same effect, see Budget Corporation of 
America v. DeFelice, supra (46 N.J.Super., at pages 493-494, 185 A.2d at 
pages 33-34); Joseph Heimberg, Inc. v. Lincoln Nat. Bank, 113 N.J.L. 76, 
172 A. 528 (Sup.Ct.1934), and we so hold in the present context. Con- 
sequently the trial on the remand of the issues specified above will dis- 
pose of the case in entirety. 

Plaintiff also argues that defendants’ failure to make the payment 
specified by the stipulation of settlement within the time limited therefor 
precludes this appeal. However, we read paragraph 3 of the stipulation 
as expressing the intent to preserve the defendants’ right of appeal even 
in that eventuality. 

Reversed. 


REGULATION U APPLIES TO BANK ACTING AS TRUSTEE 


The Federal Reserve Board has ruled that in accordance 
with its prior ruling (published at page 874 of the 1946 Federal 
Reserve Bulletin) a bank acting as trustee of an employees’ sav- 
ings plan, without exercise of any discretion, is subject to Regu- 
lation U in making loans to participants of the plan. 
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Bank Not Liable for Returning Checks of Bankrupt 
in Set Off Case 


The bank recovered judgment against Aiken on three notes. 
Aiken then filed a petition in bankruptcy and was subsequently 
discharged in bankruptcy. Thereafter, Aiken opened an account 
with the bank and the bank promptly offset a portion of the 
account against the judgment causing outstanding checks issued 
by Aiken to be returned for lack of sufficient funds. In Aiken’s 
suit against the bank for wrongfully dishonoring his checks, the 
trial judge granted the bank’s motion for judgment in its favor. 

On appeal the Court of Appeals of Georgia with two judges 
dissenting affirmed the judgment for the bank. The court 
held that the bank committed no legal wrong against Aiken 
by offsetting the amount of the judgment against his account. 
The notes expressly gave the bank the right of set off and the 
discharge of the judgment in bankruptcy did not in and of itself 
affect that right. The discharge in bankruptcy, the court stated, 
was a defense personal to Aiken and it was incumbent upon him 
to have taken some affirmative action to prevent the bank from 
exercising its right of setoff. Since the setoff was proper, the 
bank was not liable for dishonoring Aiken’s checks. Aiken v. 
Bank of Georgia, Court of Appeals of Georgia, 113 S.E.2d 405. 
The opinion of the court follows: 


Syllabus by the Court 


1. A discharge in bankruptcy in nowise extinguishes a debt; it merely 
makes collection of it unenforceable when the debtor desires to take 
advantage thereof; being a personal defense it may be insisted upon or 
waived at the election of the bankrupt. 

2. A creditor does not, by reducing a note to judgment, so merge 
the rights obtained by contract under the note and consistent with the 
judgment as to utterly destroy them. 

3. A discharge in bankruptcy is a shield and not a spear; whether 
or not a debt was dischargeable in bankruptcy it is still collectible so 
long as the debtor does not take advantage of his discharge in a proper 
manner; bankruptcy, as a defense, must not only be pleaded, but must 
be pleaded at the proper time. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) §771. 
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Between February 22, 1952, and December 38, 1952, the plaintiff in 
error H. L. Aiken obligated himself on three notes in favor of the Bank 
of Georgia, which notes contained stipulations giving the bank the 
right to set off against the notes debts owing by it to the makers thereof. 
On May 16, 1953, suit was filed by the bank against Aiken, and judg- 
ments were recovered on June 8, and July 2, 1953, for principal, in- 
terest and costs in the total amount of $1,440.96. Aiken filed a voluntary 
bankruptcy proceedings in the United States District Court on Novem- 
ber 2, 1953, and was discharged in bankruptcy on June 24, 1954, the 
proceeding before the referee in bankruptcy scheduling these debts 
and the bank receiving notice of such fact. On October 14, 1954, Aiken 
opened an account with the bank and deposited in that account $2,996.- 
25. The bank withdrew from the account $1,440.96 on October 19, 
1954, a sum admittedly equivalent to the total amount due on the three 
judgments. As a result of this action the account credited to Aiken was 
not large enough to pay three outstanding checks presented for pay- 
ment, dated October 15 to October 17, 1954, and these checks were re- 
turned marked insufficient funds. The present action is an action in 
tort seeking damages for the alleged illegal act of the bank in dishonor- 
ing the plaintiff's checks. The defendant bank, at the close of the evi- 
dence on the trial of the case, moved for a directed verdict in its favor 
which was denied. The issue was submitted to the jury which re- 
turned a verdict for damages against the defendant. The defendant 
bank then filed its motion for judgment notwithstanding the verdict, 
the granting of which is here assigned as error. This is the second ap- 
pearance of this case, a prior judgment dismissing the motion for judg- 
ment notwithstanding the verdict having been reversed in Bank of 
Georgia v. Aiken, 98 Ga.App. 782, 106 S.E.2d 817. 


Clifford Oxford, Thomas M. Stubbs, Jr., T. H. Antonion, Atlanta, for 
plaintiff in error. 


Houston White, Atlanta, for defendant in error. 


NICHOLS, J.—1. The action under consideration sounding in tort, 
the issue before this court as it was before the trial court on motion for 
judgment notwithstanding the verdict is not whether the bank, as against 
a proper defense by the judgment debtor, would be entitled to retain 
the proceeds of the bank account withdrawn by it from the debtor’s 
account, but whether in acting as it did under the facts then existing it 
committed a legal wrong against the debtor by withdrawing the funds in 
question from the deposit. To decide this question involves a considera- 
tion of the purposes and procedures of the Bankruptcy Act, 11 U.S.C.A. 
§ 1 et seq. It is primarily, of course, a procedure for debtor relief, yet 
it has often been said that the discharge in bankruptcy is a shield and 
not a spear; it is a defense personal to the debtor which may be waived 
by him and which, if not properly insisted upon, is no bar to the collec- 
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tion of a debt. The discharge in bankruptcy in nowise extinguishes the 
debt; it merely makes collection of it unenforceable if and when the 
debtor desires to take advantage thereof. It has in this regard frequently 
been deemed analogous to the statute of limitations in that it is a per- 
sonal defense which may be insisted upon or waived at the election of 
the defendant. Howell v. Dowling, 52 Cal.App.2d 487, 126 P.2d 630; 
Personal Finance Co. of Chicago v. Silver, 327 Ill.App. 554, 64 N.E.2d 
898. Accordingly, the discharge in bankruptcy is not an automatic 
device for obliterating the debt, but it must be used in a proper manner 
by the debtor for his protection. A state court cannot take judicial notice 
of a discharge in bankruptcy. Boynton v. Ball, 121 U.S. 457, 7 S.Ct. 
981, 30 L.Ed. 985; Woodward v. McDonald, 116 Ga. 748, 42 S.E. 1030; 
Crawford v. Bostwick Co., 141 Ga. 356, 80 S.E.1005. As to this tort 
action, accordingly, two issues suggest themselves: First, whether the 
bank may, after judgment, apply money on deposit with it which con- 
stitutes a debt by it to Aiken as a setoff against the judgment founded 
on such note, and secondly, whether, if it otherwise had the right at 
that time, the debtor had made proper use of the shield of his bank- 
ruptcy discharge to protect the fund from being so attacked. 


2. At the time the setoff was sought to be exercised the debt had 
been reduced to judgment. This fact did not eliminate the right of the 
bank, obtained through contract by the express provisions of the note 
on which the judgment was founded, to set off funds with it against the 
matured claim. A creditor does not, by reducing a note to judgment, 
so merge the rights obtained by contract under the note and consistent 
with the judgment as to utterly destroy them. Ryder v. Clare & Co., 
56 Ga.App. 671, 193 S.E. 608. “The judgment only changes the form 
of action for recovery. The incident of the old debt may be carried 
forward to prevent the inequitable destruction of a right, privilege, or 
exemption.” 50 C.J.S. Judgments § 599, p. 23; Remington, Bankruptcy, 
Vol. 7, 5th ed., p 799. Furthermore a bank has a lien regardless of con- 
tract on funds of the debtor in its possession insofar as the right to set 
off such sums against matured claims of it against the debtor are con- 
cerned. Bank of Lawrenceville v. Rockmore & Co., 129 Ga. 582, 587, 
59 S.E. 291; W. C. Caye & Co. v. Milledgeville Banking Co., 91 Ga.App, 
664, 86 S.E.2d 717. Had there been no bankruptcy proceedings there 
could be no contention that the action of the bank was not right and 
proper. 


8. A discharge in bankruptcy does not necessarily and in all events 
settle the status of the judgment debt. Whether such debt was dis- 
chargeable in bankruptcy or not, the debt is collectible so long as the 
debtor does not take advantage of his discharge in a proper manner. 
“Where a suit in a State court is brought before or after the filing of 
bankruptcy proceedings, ‘bankruptcy, to be relied upon as a defense, 
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must not only be pleaded, but must be pleaded at the proper time, else 
the defense will be held to be waived, where no legal reason is shown 
to account for the neglect.’” Duncan v. Southern Savings Bank, 59 Ga. 
App. 228, 200 S.E. 561, 562. Before judgment in the state court, the 
discharge may be pleaded and proved; after judgment an affidavit of 
illegality may be filed against the levy of the execution. Wofford Oil 
Co. v. Womack, 46 Ga.App. 246, 167 S.E. 331; Shabaz v. Henn, 48 Ga. 
App. 441, 442, 173 S.E. 249. It is strenuously contended by the plaintiff 
in error here that the law of stay has no relation to this case for the 
reason that the bank did not seek to levy the judgment against the fund 
in its possession by means of court procedure, but used its contractual 
and/or common-law right of setoff, as to which no court was involved. 
What the plaintiff in error overlooks is that the defendant in error had a 
judgment in an action in a state court which in effect provided a forum 
in which the debtor might interpose his “shield” against the attack upon 
his fund, and it had an election as to whether to make the attack by 
employing the agencies of the court or by merely retaining possession 
of the fund which had been placed in its hands in order to satisfy the 
judgment. It naturally chose the simpler procedure; it retained the fund. 
Whether it could do so at that time or can do so now as against a 
proper defense is entirely aside from the question; it had a right to 
possess the fund for the purpose of setting it off against the judgment 
until the debtor took some affirmative action to either repossess it or to 
prevent the bank from retaining it. Under these circumstances it would 
be farcical to say that, had the bank chosen one alternative remedy from 
two at hand, it would not have committed a tort, but because it chose 
the other and simpler method a tort was committed. It is also to be 
noted that some debts are not dischargeable in bankruptcy at all and 
that the bank contended in this case that this debt, having been procured 
by fraud, was not dischargeable. In such a case the discharge in bank- 
ruptcy “in nowise concludes the future determination as to whether the 
debt in question was included in it, and this question should properly 
be left for determination in the proper tribunal when the judgment is 
sought to be enforced,” or when the judgment debtor seeks to recover 
the funds withdrawn by the bank from his account to pay the debt. In 
re Phillips, D.C., 298 F. 185, 187; Kendrix v. Superior Egg Co., 99 Ga. 
App. 575, 109 S.E. 59. The bank in this transaction contended that the 
money which the notes were given to secure was procured by fraud, and 
it had the right to have this issue tried out in a proper forum. (However, 
that question is not involved in the case sub judice. The duty was not 
on the bank, however, to establish such fact in the first instance; it might 
need never go into the matter and would only do so to defeat the debtor's 
claim of discharge in bankruptcy if and when the latter was urged 
against the collection of the judgment. Had there been a stay order 
in the Civil Court of Fulton County where the judgment had been ob- 
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tained, the bank could not have collected the judgment entered up by 
that court. There being no such order, the bank could collect the judg- 
ment, and it could do so either by attempting to levy the judgment fi. fa. 
or attempting to set off the indebtedness of the debtor to it against such 
judgment unless and until the debtor took action to prevent it from so 
doing. State ex rel. Spillman v. Citizens’ State Bank of Ralston, 115 
Neb. 593, 214 N.W. 6. The bank therefore committed no legal wrong 
against the debtor since the debtor’s bank account, after the setoff was 
entered up, had insufficient funds left to honor the checks written against 
the account. 

Accordingly, the trial court did not err in granting the motion for 
judgment notwithstanding the verdict. 

FELTON, C. J. (dissenting).—-The contention of the bank in this 
case is that it had a legal right to set off the notes of Aiken against the 
deposit made after his adjudication as a bankrupt. The discharge 
operated against the notes and the judgment obtained thereon, all of 
which were listed in a bankruptcy proceeding. The bank argues that 
it was merely enforcing its judgment against the bankrupt by applying 
the amount of his subsequent deposit in satisfaction thereof and since no 
stay had been obtained against it in any court, it had a right to proceed 
in this manner. This argument assumes, of course, that the bankrupt 
who has failed to obtain an order from the state court staying execution ot 
its judgment after his discharge is left without other remedy or defense, 
but this is simply not true. Regardless of whether or not he had ob- 
tained a stay, Aiken had a right to interpose his discharge as a defense 
to the collection of the judgment, although failure to plead it as such 
would constitute a waiver. Riggs v. Kinney, 37 Ga.App. 307, 309, 140 
S.E. 41. Since this is true, the action of the bank has deprived Aiken 
of his lawful right to assert his discharge as a defense. Such circum- 
vention of the law cannot be tolerated. The bank had no right to en- 
force its judgment by a private action which deprives the bankrupt of 
the opportunity to assert a defense to which he is legally entitled. Since 
the manner in which it proceeded to enforce its judgment was unlawful, 
the fact that no stay had been obtained against it is immaterial. 

Still another reason exists why the bank could not enforce its judg- 
ment in this manner. It is admitted that the deposit against which the 
setoff was directed was not made until almost four months after the dis- 
charge in bankruptcy. “It is the general rule that an execution in per- 
sonam founded on a debt provable in bankruptcy cannot be enforced 
against property of the bankrupt acquired subsequently to his discharge.” 
Shabaz v. Henn, 48 Ga.App. 441, 448, 173 S.E. 249, 251. If an execu- 
tion cannot be enforced against property acquired after discharge, there 
is all the more reason why such property should not be subjected to a 
mere private action seeking to accomplish the same purpose. 

It is further contended that the right of setoff by the bank exists 
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by operation of law and by express provision of the notes themselves. 
There is no merit in this contention because of the effect of discharge 
in bankruptcy. While it is true that such discharge does not extinguish 
the debt, it renders it a mere moral obligation sufficient only to support 
the rendition of a judgment where discharge is not pleaded as a defense 
or to support a new promise to pay made in compliance with law. See 
Code § 3-902. A mere moral obligation is utterly insufficient to support 
the substantial contractual right which the bank has sought to assert. 
In addition, for the same reasons above stated, a right of setoff by 
operation of law or by provision of the discharged obligation cannot be 
enforced by a private action against deposits made by the bankrupt 
subsequently to his discharge. 

The majority opinion presupposes that the bankruptcy proceedings 
have had no effect on the bank’s right to setoff, but this is not the case. 
Once bankruptcy proceedings were begun, the right of setoff became 
subject to the provisions of Section 68 of the Bankruptcy Act (U.S.C.A., 
Title 11, Chap. 7,.§ 108): “In all cases of mutual debts or mutual credits 
between the estate of a bankrupt and a creditor the account shall be 
stated and one debt shall be set off against the other, and the balance 
only shall be allowed or paid . . .”. The Supreme Court has held that 
“this section is not self-executing, but its benefit is to be had upon the 
action of the district court, only when it is properly invoked, and that 
court has the primary duty of determining for itself whether there are 
‘mutual debts or credits’ that should be set off one against the other 
according to the true intent and meaning of the bankruptcy act.” Cum- 
berland Glass Mfg. Co. v. DeWitt, 237 U.S. 447, 457, 35 S.Ct. 636, 640, 
59 L.Ed. 1042. It is further stated in the same opinion that setoff in 
bankruptcy proceedings is not automatically made between parties hold- 
ing mutual credits. This precludes setoff by private action prior to dis- 
charge, and should have an even greater effect thereafter. The extent 
of a bank’s right of setoff as to deposits is discussed in Collier on Bank- 
ruptcy (14th Ed.) par. 68-16, page 772: “In keeping with the general 
theory permeating the Bankruptcy Act, the filing of the petition repre- 
sents the time of cleavage, after which sums deposited with a bank may 
not be set off against the bankrupt’s indebtedness to the bank. The bank 
may have a right of setoff as to the existing deposit balance when the 
petition is filed, but such right does not extend to subsequent deposits, 
and they are recoverable by the trustee or receiver.” If, therefore, the 
bank would have no right to set off deposits made by Aiken after the 
filing of his petition in bankruptcy and prior to his discharge, it certainly 
has no such right as to any subsequent deposits. 

With regard to the question of stay, Section 11 of the Bankrupt Act, 
11 U.S.C.A. § 29 provides: “A suit which is founded upon a claim from 
which a discharge [in bankruptcy] would be a release, and which is 
pending against a person at the time of the filing of a petition against 
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him, shall be stayed until after an adjudication or the dismissal of the 
petition; if such person is adjudged a bankrupt, such action may be 
further stayed until twelve months after the date of such adjudication, 
or, if within that time such person applies for a discharge, then until the 
question of such discharge is determined.” A comprehensive summary 
of the principles relating to the right of bankruptcy to obtain a stay 
before or after discharge is contained in Wofford Oil Co. v. Womack, 


46 Ga.App. 246(1), 167 S.E. 331, 332: “The word ‘suits,’ as used in this 
section, is given a wide meaning, and embraces legal steps after judg- 
ment, including the levy of an execution. Collier on Bankruptcy (18th 
Ed.), 401, § 11. While it has been held that where a suit has been 
filed in a state court against one who has been adjudicated a bankrupt, 
it is the better practice, pending the determination of his application for 
discharge, to file in the state court a plea or motion suggesting the bank- 
ruptcy proceedings and asking a stay of the suit until the question of 
discharge has been finally determined, still, even if the suit is not stayed 
but a judgment is entered before discharge, the discharge may be availed 
of as a bar to further proceedings on the judgment. Portwood v. Shafer, 
33 Ga.App. 421, 126 S.E. 556. And after discharge, when the discharge 
is pleaded, a bankrupt ‘is entitled to a perpetual stay of the execution on 
the judgment, although he did not, before the rendition of the judg- 
ment, ask for a stay of the proceedings in the State court. If the dis- 
charge of the bankrupt had been granted before the judgment was 
rendered, the rulings would be otherwise.’ Strickland v. Brown, 19 Ga. 
App. 73(1), 90 S.E. 1039, and cases cited.” 

While a bankrupt is therefore entitled to a perpetual stay of exe- 
cution after his discharge, he is not limited to this remedy in order to 
protect himself against unlawful enforcement of a discharged obligation. 
An alternative method is that stated in Peterson v. Calhoun, 187 Ga. 799, 
74 S.E. 519: “An execution in personam, founded on a debt provable in 
bankruptcy, where the plaintiff in fi. fa. had notice of the proceedings 
in bankruptcy, cannot be enforced against property of a bankrupt ac- 
quired subsequent to his discharge, and an affidavit of illegality setting 
up this defense should not have been stricken.” It is therefore apparent 
that even though Aiken had not obtained a stay in the state court he has 
a right to defend against the enforcement of the judgment by affidavit 
of illegality setting up his discharge in bankruptcy. The private action 
of the bank has deprived him of this right, and should not be condoned. 

I am authorized to say that CARLISLE, J., concurs in the fore- 
going dissent, 
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Banks Not Liable Where Drafts Wrongfully Issued 
by Dishonest Employee 


A dishonest employee of a motor freight company, after 
procuring or forging the signatures of the proper officers, made 
out 161 claim drafts over a period of four years to the order of 
fictitious persons. She then endorsed the names of the fictitious 
persons on the drafts and deposited them in various collecting 
banks. 

Upon presentation to Texas Bank and Trust Company and 
Mercantile National Bank of Dallas, banks where the freight 
company maintained its accounts, the drafts were returned to 
the company for approval and were paid by check drawn by 
the company on its deposit account. 

In the court below the freight company recovered judg- 
ment against the dishonest employee but its complaint against 
the collecting banks on their endorsements of the drafts was 
dismissed. The complaint was also dismissed as against Texas 
Bank and Trust Company and Mercantile National Bank of 
Dallas. 

On appeal the result below was affirmed. The court held 
that the latter banks were not drawees of the drafts and hence 
were not liable to the freight company. The drafts, the court 
stated, were not charged to the freight company’s account. 
Under the arrangements between the company and the deposi- 
tory banks, the only instruments charged to the company’s 
account were the checks which paid the claim drafts each 
day. The freight company, the court concluded, was both 
the drawee and drawer of the drafts and the depository banks 
were merely disbursing agents. 

As to the collecting banks which had endorsed the drafts, 
the court held that the action was barred by the negligence of 
the freight company in failing to discover the fraud perpetrated 
by its employee. Red Ball Motor Freight, Inc. v. Bailey, Court 
of Civil Appeals of Texas, 332 S.W.2d 411. The opinion of the 
court follows: 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 390. 
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CHAPMAN, J.—Appellant, Red Ball Motor Freight, Inc., instituted 
this suit against Ann Bernard Bailey (formerly Ann Bernard Myers) 
and her husband, D. W. Bailey, First National Bank of Dallas, Republic 
National Bank of Dallas, Texas Bank and Trust Company of Dallas, 
Mercantile National Bank of Dallas, and Titche-Goettinger Company 
to recover the sum of $51,116.97 representing the total amount of 161 
negotiable instruments made out by Ann Bernard Myers to fictitious 
persons while an employee of appellant, the endorsements to which 
she forged and the funds from which she collected and converted to her 
own use without the knowledge or consent of appellant. 


For convenience and brevity and to conform to the briefs Red Ball 
Motor Freight, Inc., will be hereinafter referred to either as Red Ball or 
appellant, Ann Bernard Myers Bailey will be referred to as Mrs. Bailey, 
First National Bank of Dallas will be referred to as First National; Re- 
public National Bank of Dallas will be referred to as Republic, Texas 
Bank and Trust Company of Dallas will be referred to as Texas Bank, 
Mercantile National Bank of Dallas will be referred to as Mercantile and 
Titche-Goettinger Company will be referred to as Titche except where 
the banks are referred to as collecting banks, endorsing banks or deposi- 
tory banks. 


Texas Bank and Mercantile were sought to be held as drawees and 
First National, Republic and Titche were sought to be held liable on 
their respective endorsements of the 161 claim drafts. Upon trial to the 
court judgment was rendered for Red Ball against Mrs. Bailey for $51,- 
116.97 and the recovery denied Red Ball against all other defendants. 
From the trial court’s judgment for the four banks and Titche appellant 
perfected its appeal to the Court of Civil Appeals of the Fifth Supreme 
Judicial District at Dallas and the case was transferred to us by the 
Supreme Court of Texas for determination. In its first point appellant 
asserts error of the trial court in refusing to permit it to recover from 
Texas Bank the amount of money represented by those instruments 
drawn on it bearing forged endorsements, and collected by said “drawee 
bank.” In its second point appellant asserts the same alleged error as to 
Mercantile. Its points 3 through 8 seek to invoke the no evidence, in- 
sufficient evidence and great weight and preponderance of the evi- 
dence rules which it says the trial court violated in refusing to give 
judgment in favor of Red Ball against the two depository banks on the 
161 instruments because any agreement between it and such banks as to 
liability concerning such instruments was not any different than would 
the liability of such banks be on checks drawn on its account. 


The facts are relatively simple. Mrs. Bailey, then Ann Bernard 
Myers, became an employee of Red Ball initially in 1936, filling different 
positions through the years with them until prior to September, 1953, 
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she was placed in charge of the Loss and Damage Claim Department. 
The record indicates it was her duty to inspect and verify claims 
made for freight loss and damage and present the instruments to Mr. 
O.B. English, or others of Red Ball having authority to execute and sign 
the claim drafts to pay their losses. After obtaining the signature or 
signatures of proper officers or forging Mr. English’s signature on the 
drafts and then endorsing the names of fictitious persons Mrs. Bailey 
negotiated them at First National, Republic and Titche. Seventy-eight 
of the instruments were made payable to E. D. Stevens, Bowie, Texas, 
and endorsed by the names E. D. Stevens and Mrs. E. D. Stevens. 
Sixty-seven instruments were made payable to A. L. Allen, Jasper, Texas, 
and endorsed by the names A. L. Allen and Mrs. A. L. Allen. Sixteen 
such instruments were made payable to L. S. Hardin, Longview, Texas, 
and endorsed by the names L. S. Hardin and the name Mrs. A. L. Allen. 
The period of time covered by this fraudulent conduct on the part of 
Mrs. Bailey was from September 8, 1953 through November 15, 1957. 
Mrs. Bailey wrongfully obtained $51,116.97. 

Typical of the 161 instruments is that shown in the footnote.’ 

On October 5, 1953, Mrs. Bailey opened a savings account in Repub- 
lic with a cash deposit in the name of Mrs. E. D. Stevens, General De- 
livery, Dallas, and on November 21, 1953, opened a checking account 


1 Trucking Employs 
“American More Than 3% Million 
Trucking Assns. Inc. People 
Red Ball Motor Freight, Inc. 
Smiling Service 
Dallas, Texas 


Everything Americans Eat, Use, Wear, Comes 
All Or Part Way By Truck 


Mercantile National Bank At Dallas 
s, Texas 
$2-61 
1110 
Red Ball 
Motor FRT $363 & 97 CTS 
Pay 
Date Amount 
5/22/56 363.97 
To the 
Order of A. L. Allen 
Red Ball Motor Freight, Inc. 
/Signed O. B. English/ 
This Is 
Motor Truck 
Money 


* * © America’s Cities, Great And Small, Depend 
On Motor Truck For Food * * *” 
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in the same bank by the same name. On May 15, 1954, she opened a 
savings account in First National by a $20 cash deposit in the name of 
Mrs. A. L. Allen, jasper, Texas, and on December 4, 1954, she opened 
a checking account with the same bank in the same name by transferring 
$250 from her savings account. Six of the instruments made payable to 
L. S. Hardin were presented to Titche, for which Mrs. Bailey received 
full value. Titche endorsed its six. All the 161 instruments were pre- 
sented to the collecting banks, First National and Republic and endorsed 
by them as follows: 


“Pay to the order of any bank or trust company. Prior endorse- 
ments guaranteed.” 


During the times involved Red Ball had not shipped to anyone with 
the names and addresses used on the claim drafts and was not indebted 
to any such persons. 


From 1942 to January 1, 1955, appellant did its banking business with 
Texas Bank. From January 1, 1955, through November 15, 1957, it 
did its banking business with Mercantile. In 50 of the instruments in 
the total amount of $17,440.47 Texas Bank was named as the drawee 
bank. The other 111 totaling $33,676.50 Merchantile was named as 
the drawee bank. 


The record shows that prior to 1945 all loss and damage claims were 
paid by check. During that year while Texas Bank was their depositor 
bank, Red Ball’s accounting firm set up for them the “claim draft system,” 
which was continued with Mercantile under an almost identical pro-- 
cedure when Red Ball started doing business with it. The only differ- 
ence was that Texas Bank, at the time of delivery and at the request 
of Red Ball stamped the claim drafts “paid” while Mercantile did not. 
The claim draft system consisted of an arrangement by which four 
classes of drafts including the type of the 161 drafts here involved were 
drawn by Red Ball to be picked up daily by them at the bank whose 
name was imprinted on the draft. Each draft type had its distinct 
color and content. As they came to the depository banks through the 
various banking channels they were picked up daily by an officer or 
employee of appellant who came physically to the respective depository 
banks and paid for the drafts by checks drawn on Red Ball’s deposit 
account. That arrangement was handled by oral agreement between the 
depository banks and Red Ball and it is uncontradicted that it was 
initiated by and at the request of the latter. 


Upon receipt of such items they were taken back to the office of 
appellant and passed out to employees responsible for the particular 
type draft. The claim drafts here involved were passed to Mrs. Bailey, 
who, during all the period here involved, had charge of appellant’s claim 
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department with power and authority to approve the payments of claim 
drafts. 

The question to be here determined in the first eight points of ap- 
pellant is whether a banker-depositor relationship existed whereby Texas 
Bank and Mercantile were simply cashing checks for their customer- 
depositor or whether the banks were merely receiving the drafts for 
Red Ball, who “bought” the claim drafts each day. If the instruments 
are checks and the depository banks are drawees unquestionably the 
case of Liberty Mut. Ins. Co. v. First Nat. Bank in Dallas, 151 Tex. 12, 
245 S.W.2d 287, is applicable and the depository banks are liable to 
Red Ball on the 161 instruments involved. 

Mr. Cole, Vice President and Cashier of Mercantile, in testifying as 
to how the draft plan works said: “It is initiated by the customer ap- 
parently as a matter of convenience, . . . and involves items . . . which 
the customer wishes to have in his possession as rapidly as possible after 
issuance . . . as such items appear in the course of business they would 
be accumulated in the Collection Department . . .; the customer notified 
daily of the totals and the customers . . . would come to the bank... 
and give the bank a check for the accumulated drafts.” Mr. Cole fur- 
ther testified: 


“Q. And in all draft arrangements, the parties that comes and 
picks them up can determine whether or not he wants to pay 
them on account of the signature, can he not? A. Yes. 


o o °° 2 


“Q. Yes, sir, if you will; what is your practice in that regard? 
A. I will put it this way: That we regard ourselves not responsible 
for signatures, endorsements, dates, and so forth, on the drafts 
which Red Ball picks up and pays for. 

“Q. Is it customary for Red Ball to return any items that they 
should not have paid? A. They have the right to do so. 

“Q. They have that right, do they not? A. If they don’t want 
to pay them. 


“Q. You stated they couldn’t know whether the signature of 
the payees were genuine or not; I believe you made that state- 
ment, didn’t you? A. No, I said—I said that Red Ball, in taking 
those items up, as far as we are concerned, they accept the respon- 
sibility for all features, which would include the signature, dates, 
any irregularity.” 


Under the arrangement described appellant insists the instruments 
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here involved are checks and Red Ball is entitled to recover under the 
authority of the Liberty Mut. Ins. Co. case above cited. We do not 
believe the record in this case brings it within the application of the 
Liberty Mut. Ins. Co. case [151 Tex. 12, 245 S.W.2d 243] in view of the 
fact that case, among other pronouncements, held, “Depositor’s loss oc- 
curred only when Bank charged the checks against depositor’s ac- 
count without legal right to do so and in breach of its contract.” Clearly, 
in our case the claim drafts were not charged against the depositor’s ac- 
count except in those rare instances where mistakes were made, and those 
drafts were “bought” back by Red Ball the next day. The only instru- 
ments charged to Red Ball's account were the checks that paid for the 
claim drafts each day. (Emphasis added.) Thus, we believe Red Ball 
by its special arrangement with the depository banks was both a drawer 
and drawee of the instruments here involved, such instruments were 
“through” items, and Texas Bank and Mercantile were simply agents 
for Red Ball. Tyler Bank & Trust Co. v. Saunders, Tex., 317 S.W.2d 87. 

Also in Fidelity & Deposit Co. of Maryland v. Union Co. of Roches- 
ter, New York, 129 F.2d 1006, 1008, a Second Circuit case with facts 
substantially the same as ours that court said: 


“The reasonable inference from the practice of Chemical 
(Texas Bank and Mercantile in our case) to pay drafts only when 
approved by London and when reimbursed is that it acted only as 
a disbursing agent whose rights as drawee passed to London when 
the latter paid for the draft. London acquired no claim against 
Chemical and was in effect the drawee or payor of the draft in 
spite of the fact that the instrument was addressed to Chemical.” 


Cases from other jurisdictions which we believe support the propo- 
sition that there was not a banker-depositor relationship in our case 
and that so far as the claim drafts are concerned Texas Bank and 
Mercantile were only agents for Red Ball are Insurance Co. of North 
America v. Fourth Nat. Bank of Atlanta, 5 Cir., 28 F.2d 933; Popkin 
v. Gilmour, 178 Misc. 1074, 837 N.Y.S.2d 747; Central Trust Co. of Cin- 
cinnati v. Eureka-Security Fire & Marine Ins. Co., 50 Ohio App. 308, 198 
N.E. 62; Armour v. Greene County State Bank, 7 Cir., 112 F. 631. 

No findings of fact or conclusions of law were requested or filed. 
We presume, therefore, that the trial court resolved in Texas Bank and 
Mercantile’s favor every issue of fact raised by the evidence, and must 
view the evidence in the light most favorable to such findings, disre- 
garding all that is contrary thereto. McWilliams v. Muse, 157 Tex. 109, 
800 S.W.2d 643; North East Texas Motor Lines v. Dickson, 148 Tex. 35, 
219 S.W.2d 795. It is true that appellant raised the great weight and 
preponderance of evidence rule but this case having been tried to the 
court and no findings of fact and conclusions of law having been made 
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the rules announced in the cases just cited are the applicable rules. 


Applying these principles to our case it is our opinion that Red 
Ball and the depository banks had an understanding that with the adop- 
tion of the “claim draft” system, initiated at the request of Red Ball, 
the check system of paying claims terminated and Red Ball thereafter 
“bought” and paid for the claim drafts. To say the least such under- 
standing was implied through their actions and conduct in dealing with 
each other on the claim drafts. ““The manifestation of mutual assent 
may be made wholly or partly by written or spoken words or by other 
acts or conduct’ . . . ‘words are not the only medium of expression. 
Conduct may often convey as clearly as words a promise or an assent to a 
proposed promise.” Texas & N. O. Ry. Co. v. New, Tex.Civ.App., 95 S. 
W.2d 170, 175, (writ dismissed). Stated in another way the Austin Court 
has said: “. . . it now seems clear that the only distinction between ex- 
press contracts and contracts implied in fact is in the character of proof 
required to show how mutual assent is manifested. The determining 
factor therefore is whether such agreement is made, not how it is 
arrived at.” Ricks v. Smith, Tex.Civ.App., 204 S.W.2d 12, 14. 


Appellant’s points 9 through 14 assert, from different approaches, 
error of the trial court in refusing it recovery on the endorsements of the 
collecting banks and Titche, the genuineness of which it insists those three 
appellees guaranteed in writing. By appropriate counterpoints Republic 
and First National argue the trial court was correct because Red Ball 
had no privity of contract with them and hence no right of action on 
the restrictive endorsements. 


This question has given this writer much concern because we have 
cases in Texas sharply conflicting. In Agricultural Ins. Co. v. North 
Texas Nat. Bank, Tex.Civ.App., 57 S.W.2d 229, 230, where an endorse- 
ment was almost identical to the endorsements in the case at bar, the 
El Paso Court said: 


“The general rule as to commercial paper appears to be that 
a transferor warrants the signatures of all prior parties to be 
genuine, . . . therefore, when it appears that the signatures are 
forgeries, as it is admitted here, then the indorser would become 
liable under his warranty. But it further appears here that the 
North Texas National Bank did not stop at a plain indorsing of 
the instrument, but went further and guaranteed all prior indorse- 
ments. 


“Under such a state of facts, it is our opinion that it would be 
liable to any person who suffered loss by reason of such indorse- 
ment.” 


We cannot gainsay that the case just cited did not hold endorsers 
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liable but that opinion indicates the judgment of the trial court was 
actually rendered on the theory of the applicability of the equitable 
maxim that where one of two innocent parties must suffer, he through 
whose agency the loss occurs must bear it. The opinion does not in- 
dicate there was any contention by the bank that the action was not on 
the endorsements, which the parties seemed to have assumed. 

The case just cited was decided in February, 1933. In November 
of that same year our Commission of Appeals in an opinion by Justice 
Critz in the case of Fidelity & Deposit Co. of Maryland v. Fort Worth 
Nat. Bank, 65 S.W.2d 276, 278, held: 


“Though there is some authority to the contrary, the great 
weight is on the side which holds that a collecting bank which ac- 
cepts a check on another bank on a forged indorsement acquires 
no title thereto, and holds the proceeds thereof, when collected 
from the drawee bank, for the rightful owner, who may recover 
from the collecting bank as for money had and received, even 
though such bank has fully paid over and accounted for the same 
to the forger without knowledge or suspicion of the forgery.” 


(Emphasis added. ) 


Since the Agriculture Ins. opinion, and the opinion of the Com- 
mission of Appeals just cited and quoted from, the El Paso court, in 
United States Fidelity & Guaranty Co. v. First Nat. Bank, Tex.Civ.App., 
93 S.W.2d 562, 564, has said: “We feel that the holding in Fidelity & De- 
posit Co. of Maryland v. Fort Worth National Bank, 65 S.W.2d 276, 
by the Commission of Appeals, fixing the liability of a collecting bank 
which accepts a check on another bank on a forged indorsement to be 
for money had and received, is conclusive as to the nature of appellants’ 
suit.” Thus, the same court which announced the opinion in the Agri- 
culture Insurance case later followed the authority of the Fidelity & 
Deposit Co. of Maryland case by the Commission of Appeals. Then in 
1944 it reaffirmed that holding by saying, “It is true there was no privity 
between the drawer and the endorsers as to the endorsements.” Re- 
public National Bank of Dallas v. Maryland Casualty Co., Tex.Civ.App., 
184 $.W.2d 496, 500. 

We also have cases from other jurisdictions that limit recovery by 
the maker against indorsers, such as Republic and First National in our 
case, to action for wrongful appropriation, or for money had and received. 
For example, in Graton & Knight Mfg. Co., v. Redelsheimer, 28 Wash. 
870, 68 P. 879, 881, the Supreme Court of the State of Washington 
has said: 


“It is doubtless true that the respondent is liable as indorser 
only to the subsequent holders in due course, but the appellant’s 
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right of action is founded upon an entirely different principle. The 
appellant’s action is founded upon the claim that the respondent 
received certain checks belonging to it, indorsed in its name by a 
person having no authority or apparent authority so to do, col- 
lected the same and appropriated the proceeds thereof to its own 
use. If this be true, .. . he is responsible to the appellant therefor, 
and can be sued as for conversion, or for money had and received 
to the appellant’s use. It can make no difference that he did not 
personally collect the checks from the payee. As between him and 
the appellant, his subsequent indorsers are but his instruments for 
the collection of the checks. To them he may be liable upon his 
contract as indorser, but to the appellant he is liable, if liable at 
all, as for a wrongful appropriation of its property.” (Emphasis 
added. ) 


The Supreme Court of Texas has not committed itself directly on this 
point except in refusing a writ in the Agriculture Insurance Co. case 
and in following the recommendation of its Commission of Appeals in 
reversing and rendering the judgment of the trial court and court of 
civil appeals in Fidelity & Deposit Co. of Maryland v. Fort Worth Na- 
tional Bank, supra, which Commission of Appeals holding was contrary 
to the Agriculture Insurance Co. case. 

Though we realize the Supreme Court of Texas may not agree we 
believe the greater weight of authority and the better reasoning is con- 
tained in Justice Critz’s opinion in the Fidelity & Deposit Co. of Mary- 
land case, the cases following that authority, and the authorities it fol- 
lows, to the effect that if the maker has a cause of action on an endorse- 
ment such as made by First National and Republic it is for money had 
and received and not on the endorsement itself. First National and 
Republic have a number of other counterpoints asserting reasons why 
appellant cannot recover on the endorsements in question but if we are 
correct in our holding it is decisive of the point and further writing would 
only extend this opinion to unnecessary lengths. 

By its points 15 through 19 appellant asserts its right to recovery be- 
cause of the negligence of the collecting banks in not identifying Mrs. 
Bailey and disclaims any negligence on its part that led to the endorse- 
ments. Republic and First National meet the points with a counterpoint 
to the effect that the evidence amply sustains the implied finding of the 
trial court that the negligence and laches of Red Ball precluded re- 
covery by it. We believe the evidence is overwhelming that it does. 
The drafts in question were dated from September, 1953 through 1954, 
1955, 1956 and most of the year 1957. The president of Red Ball, Mr. 
English, admitted that if he had checked sooner he would have dis- 
covered the very thing he did discover when some drafts got out of the 
office unsigned and were returned to his office for his signature. In 
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that bunch of drafts he noticed some of the signatures did not look like 
his signature. He then sent for the claim files to see what supported 
the claim drafts and there were no claim files. Mrs. Bailey was con- 
fronted and admitted then to all the forgeries. As to why he had not 
checked the claim drafts carefully enough through all those years to 
discover the fraud he said, “Well I just never did do it.” The evidence 
by both Mr. English and Red Ball’s secretary, Mr. Carrell, was in sub- 
stance that they had done some spot checking. Obviously it was of a 
most careless sort or they would have discovered some of the 161 in- 
struments made payable to people with whom they had never had an 
account and with whom they had never done any business during the 
more than four years involved. Certainly the testimony is amply 
sufficient for the trial court to have impliedly found negligence and 
laches on appellant’s part. 

Again the law applicable to this question is stated in the Fidelity & 
Deposit Co. of Maryland case by Justice Critz when he said “. . . the 
right of the payee or rightful owner to recover on this class of checks 
from the collecting bank is conditioned on the absence of any fault or 
laches on his part, and on the absence of a ratification of the forged 
or unauthorized indorsement by him.” 

It is textually stated in 58 C.J.S. Money Received § 28, p. 934 that: 
“As a defense to an action for money had and received defendant may 
show such facts as will entitle him to retain the money on either legal 
or equitable grounds, and ordinarily he must do so. Thus he may inter- 
pose any defense which shows that in equity and good conscience plain- 
tiff is not entitled to recover . . .”. 

Our Supreme Court in Staats v. Miller, 150 Tex. 581, 243 S.W.2d 
686, 687, has quoted with approval from the same text as follows: 


“*The question, in any action for money had and received, is 
to which party does the money, in equity, justice, and law, belong. 
All plaintiff need show is that defendant holds money which in 
equity and good conscience belongs to him.’ 58 C.J.S. Money 
Received § 4a, p. 913. Again, it has been declared that a cause 
of action for money had and received is ‘less restricted and fet- 
tered by technical rules and formalities than any other form of 
action. It aims at the abstract justice of the case, and looks 
solely to the inquiry, whether the defendant holds money, which 
. . . belongs to the plaintiff.’ United States v. Jefferson Elec. 
Mfg. Co., 291 U.S. 386, 54 S.Ct. 448, 449, 78 L.Ed. 859.” 


In Aetna Casualty & Surety Co. v. Corpus Christi Nat. Bank, Tex. 
Civ.App., 186 S.W.2d 840, 842, where a drawee bank paid a raised 
check without notice of that fact and advised the collecting bank that 
same had been paid, that court held concerning the endorsement: 
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“Under such circumstances it would be inequitable to permit 
the drawee bank, or any one standing in its position, to recover 
from the innocent collecting bank. The collecting bank reaped no 
benefit nor gained any advantage from the transaction. It is 
true that this suit is one for money paid and received, which is 
in form a legal action but is one which always addresses itself 
to the equitable consideration of the court. 


“We have found no Texas case directly in point. We have 
been cited to the cases of City National Bank of Houston v. First 
National Bank of Houston, 45 Tex. 203; Marlin National Bank v. 
Reed, Tex.Civ.App., 164 S.W.2d 260, but we do not consider these 
cases as being in point. The case which we feel sheds more light 
on the questions raised here than any other case is Crocker-Wool- 
worth National Bank v. Nevada Bank, 189 Cal. 564, 73 P. 456, 458, 
63 L.R.A. 245, 96 Am.St.Rep. 169. We quote the following from 
that opinion: 


“The governing principle is this: that where equally innocent 
persons have dealt with one another under a mistake the burden 
of loss resulting from the common error ordinarily will be left 
where the parties themselves have placed it, and so recovery 
can only be had where in equity and good conscience the defend- 
ant should be called upon to refund. Holly v. Missionary So- 
ciety, 180 U.S. 284, 21 S.Ct. 895, 45 L.Ed. 531...” 


“Under the facts and circumstances of the case at bar we can- 
not say that in equity and good conscience the collecting bank 
should be called upon to refund to the drawee bank or its 
assignee, the Aetna Casualty and Surety Company.” 


In the case at bar the cashing banks do not have any of Red Ball’s 
money. They paid money to one of its employees on drafts issued by 
it and their trusted employee is the one who has the money, or should 
have it. We believe the trial court from the facts adduced had the 
right to find that most any investigation that could be called an in- 
vestigation would have revealed the entire fraudulent scheme. Under 
these circumstances indulging the fiction that cashing banks have plain- 
tiffs money would be completely inequitable instead of doing equity. 
Accordingly, under the facts and circumstances of our case we cannot 
say that in equity and good conscience First National and Republic 
should be required to refund to Red Ball. 


Judgment of the trial court is in all things affirmed. 
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Bank Held Liable for Paying Check Over 
Stop Payment Order 


Depositor drew and delivered a check to the payee which 
was returned for insufficient funds when presented to the drawee 
bank. Depositor then made a deposit sufficient to cover the 
check. On the following day the drawee bank called the pre- 
senting bank at the request of the depositor to state that there 
were sufficient funds on deposit to cover the check and instructed 
the presenting bank to re-present the check for payment. 

The payee was then taken over by creditors and the deposi- 
tor issued a stop payment order to the drawee. At this juncture 
the check was in the drawee’s possession but had not been 
stamped as paid nor had the depositor’s account been debited. 
The drawee called the presenting bank to advise it of the stop 
order and was told that payment could not be stopped because 
the check had been recalled for payment and the presenting 
bank had disbursed the funds represented by the check to the 
payee. The drawee then forwarded the face amount of the 
check to the presenting bank. 

The court held the drawee liable to the depositor for pay- 
ing over the stop order. Although the drawee-bank established 
the existence of a custom that the check was considered paid 
when the depositor recalled it for payment, the court held that 
the check, under the Florida negotiable instruments law, was 
not deemed paid until it was charged to the depositor’s account. 
Accordingly, the drawee bank was obligated to honor the stop 
order since it was received prior to the time the drawee debited 
its depositor’s account. The court stated that while custom and 
usage of the banking business can have a binding effect this is 
not so when the custom relied upon is repugnant to the express 
provisions of a statute. Cooke v. Commercial Bank of Miami, 
District Court of Appeal of Florida, 119 So.2d 732. The opinion 
of the court follows: 


PEARSON, J.—The appellants are M. O. Cooke and James C. Schuyler 
doing business as Knickerbocker Fine Cars. They were the plaintiffs 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1474. 
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in the court below. The appellee-defendant is the Commercial Bank of 
Miami. Plaintiffs brought their action claiming damages for the bank’s 
failure to stop payment upon a check. They alleged the check was paid 
after receipt of a stop payment order by the bank. At the conclusion 
of all of the evidence, the plaintiffs moved for a directed verdict upon the 
basis that the liability of the bank was established without issue and 
that the damages were liquidated. The trial judge denied plantiffs’ 
motion for directed verdict and submitted the cause to the jury upon 
one issue. The issue was: 


“If you find from the preponderance of the evidence that on 
the 18th day of July, 1957, the Plaintiff, James C. Schuyler request- 
ed or instructed the Commercial Bank of Miami to notify the 
Boulevard National Bank to return for payment a $6,400 check he 
had given Toni Clausi, doing business as Auto Wholesaler and the 
check was returned to the Commercial Bank for payment pursuant 
to such request or instruction, in that event the actions and conduct 
of the Plaintiff would make ineffective his later stop payment 
order on said check, and your verdict must be for the Defendant. 


“However, if you find that Mr. Schuyler made no such request 
that the check be returned for payment and it was, then you 
must find for the Plaintiffs. That simply is the question to be 
decided by you, whether or not that was done under those cir- 
cumstances.” 


The question to be decided upon this appeal is whether or not the 
bank’s liability appeared as a matter of law. The appellants properly 
moved after the jury verdict for a judgment in conformity with their 
motion for directed verdict. We hold that a verdict for the plaintiffs 
should have been directed and the judgment for the defendant is reversed. 

On Monday, July 15, 1957, a check, hereinafter referred to as check 
1, was drawn on the Commercial Bank of Miami by the plaintiffs for 
$6,400 and made payable to Auto Wholesalers. It was on that date 
delivered to the payee by the plaintiffs. On Tuesday, July 16, 1957, 
Auto Wholesalers deposited the check to its account in the Boulevard 
National Bank of Miami. 


On Wednesday, July 17, 1957, check 1 was received by the defendant- 
bank. At the time of receipt there were insufficient funds on deposit in 
the plaintiffs account to pay the same. Mr. Schuyler was notified of 
this deficiency. Shortly before closing of the bank for business on that 
day, Mr. Schuyler appeared and made a deposit sufficient to cover the 
check. The bank failed to pay the check, and it was returned to the 
Boulevard Bank. On this same Wednesday, July 17, a second check 
in the sum of $6,400, hereafter referred to as check 2, was delivered by 
the plaintiffs to Auto Wholesalers. 
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On Thursday, July 18, 1957, Mr. Schuyler telephoned the Com- 
mercial Bank and asked Mr. Waters, the head bookkeeper, to call the 
Boulevard Bank in order to explain to him the exact circumstances con- 
cerning check 1. Mr. Schuyler requested Mr. Waters to inform the 
Boulevard Bank that the plaintiffs had funds on deposit in the Com- 
mercial Bank to cover the check. Mr. Waters testified: “Mr. Schuyler 
wanted me to call Boulevard and tell them that the funds were available 
for this item [check 1] and he wanted this check brought back for pay- 
ment.” 

On Friday, July 19, 1957, check 1 was received by defendant-bank 
having been returned for payment by the Boulevard Bank. On Satur- 
day, July 20, the payee of the two checks (Auto Wholesalers) was taken 
over by creditors. 

On Monday, July 22, 1957, Mr. Schuyler went to the Commercial 
Bank. He requested and received stop payment forms. An official of 
the bank went to the bookkeeping department and withdrew the checks 
from the bookkeeping department. Neither check had yet been stamped 
as paid nor had any entry been made upon the account of the plaintiffs. 
Pursuant to the stop payment forms check 1 and check 2 were at this 
time stamped by an official of the bank with a “stop payment” notation. 

Thereafter an official of the defendant-bank called the Boulevard 
Bank to advise it of Mr. Schuyler’s stop payment order and was informed 
by an official of the Boulevard Bank that payments on check 1 could not 
be stopped because said check had been recalled for payment on July 18, 
1957, and the Boulevard Bank had disbursed funds under the check. 

It is well established that an ordinary unaccepted or uncertified 
check on a general account is simply an order which may be counter- 
manded and payment forbidden by the drawer at any time before it is 
actually paid or accepted by the bank on which it is drawn. See First 
Nat. Bank of Miami v. Davis, 150 Fla. 673, 8 So.2d 408. See also cases 
cited at 5A Michie, Banks and Banking, § 1938 (perm. ed.); 7 Am.Jur., 
Banks, § 602; 9 C.J.S. Banks and Banking § 344a. The question that 
must be determined in this case is: Was payment on check 1 made 
prior to or subsequent to the stop payment order? In this connection 
our attention is called to § 676.55, Fla.Stat., F.S.A. This statute provides: 


“A check or draft received for deposit or collection by a solvent 
payor or drawee bank shall not be deemed paid or accepted until 
the amount is charged to the account of the maker or drawer 
unless, though not so charged, such item is retained by the drawee 
or payor bank longer than the end of the business day following 
its receipt.” 


It is the position of the appellants that this statute is controlling. It 
is urged, that since the account of the plaintiffs (depositors) had not been 
debited upon the books of the bank and since check 1 had been 
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withdrawn from the payment file and had been properly stamped “stop 
payment”, the check was not paid or accepted at the time of the stop 
payment order. 

It is the position of the appellee-bank that the above quoted statute 
is not applicable. It is urged, that under established banking practice, 
a check recalled for payment is considered paid as of the time of the 
recall for payment. In other words it is argued, that inasmuch as the 
recall for payment was initiated upon the oral request of the plaintiffs 
and pursuant thereto the defendant-bank as well as the Boulevard Bank 
acted upon this oral request, that as between the bank and the depositor, 
the depositor’s account was actually charged with the check at the time of 
recall although the record of the charge upon the account had not yet 
been made. In this connection the cross-examination of plaintiffs ex- 
pert witness revealed the following: 


“Q. I will give you this set of facts: Assuming this set of 
facts, that on the 15th day of July, 1957, the depositor issued a 
check to the payee in the sum of $6,400.00. The payee of that check 
deposited the check in—we use this bank. The Boulevard National 
Bank of Miami—and that check cleared through the clearing 
house to the Commercial Bank of Miami, which was the drawee 
bank; then through an error, that check was returned because of 
insufficient funds and while that check was at the payee’s bank— 
that is, the Boulevard National Bank—the depositor came to the 
Commercial Bank and requested the Commercial Bank to notify 
the Boulevard Bank to return that check for payment. 

“You have already stated that the bank is under an obliga- 
tion to carry out the instructions of its depositor. Is it not a 
fact that when the bank acts at the request of the depositor and in- 
structs the payee’s bank to return the check for payment, that that 
check is considered paid at that time? A. Providing there 
would be a sufficiency of funds to back it up, yes.” 

Mr. Garrett, an officer of the defendant-bank, testified: 

“Q. Now, at the time this check was recalled for payment 
on July 18, 1957, were there sufficient funds in the bank to pay that 
particular check, sir? You may refer to the ledger. A. On July 
the 18th, were there sufficient funds to pay the $6,400.00? 

“Q. Yes. A. Yes, there was.” 


We must conclude therefore that at least an issue was raised as to 
the existence of a banking custom which would sustain the position of 
the bank. 

Although customs and usages of the banking business may have a 
binding force as between banks, and between a bank and the person 
with whom it deals in the absence of an express agreement to the con- 
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trary,! the custom or usage must not be repugnant to the express pro- 
visions of a statute. See Wilson v. Jernigan, 57 Fla. 277, 49 So. 44, 55. 
Thus there is a conflict between the custom as testified to by the expert 
and the statutory regulation. Custom defines the act constituting payment 
as the recall of the check at the payee’s bank by the drawee bank at the 
request of the deposior. The statute defines the act constituting payment 
as the charging of the account of the drawer. Since custom must yield to 
the positive law, the bank was bound by the stop payment order re- 
ceived by it prior to debiting the drawer’s account. 


We therefore conclude that the court submitted the case to the jury 
upon an immaterial issue. At the time of plaintiffs’ motion for directed 
verdict at the conclusion of all of the evidence it conclusively appeared 
that the bank had received a stop payment order prior to the payment 
of the check, as payment is defined by the law of Florida. The judg- 
ment is reversed and the cause remanded with directions to enter a judg- 
ment for the plaintiffs. 


Reversed and remanded with directions to enter judgment. 
HORTON, C. J., and CARROLL, CHAS., J., concur. 


1 See cases cited at 25 C.J.S. Customs and Usages §19b; 9 C.J.S. Banks and 
Banking § 159; 7 Am.Jur., Banks, § 5. 


Federal Tax Lien Void as Against Mortgagee 


Mrs. Bagley made various loans to her son in 1954 and 
1955. In 1957 he executed a mortgage on four drilling or well 
servicing rigs as security for the loans. By April, 1958 the son 
found himself out of business and on April 22, 1958 he gave his 
mother a bill of sale to the mortgaged equipment in order to 
repay what he had borrowed. 

The son was also indebted to the United States for taxes. 
On January 24, 1958 the Internal Revenue Service filed a notice 
of lien in Harrison County, Texas, the domicile of the son but 
did not file a notice of lien in Winn Parish, Louisiana, where the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 821.1. 
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rig and equipment were located. In June, 1958 the United 
States seized the rig and equipment and Mrs. Bagley instituted 
suit to enjoin their sale. 

Under the Internal Revenue Code a lien of the United States 
for taxes is not valid as against a mortgagee or purchaser until 
notice of lien has been filed in the proper office in the state where 
the property subject to the lien is located. The United States 
took the position that the situs of tangible personal property is 
the domicile of the owner—in this case, Harrison County, Texas, 
where the notice of lien was filed. 

The rule urged by the United States had its origin in the 
Middle Ages, when movable property consisted chiefly of gold 
and jewels which could be carried from place to place and 
secreted by the owner. But in modern times, the court pointed 
out, that rule has yielded to the law of the place where the prop- 
erty is kept and used. 

The court did not accept the argument that it would be im- 
practical for the United States to file liens in every jurisdiction to 
which taxpayers may at any time remove property. Although 
the court held for Mrs. Bagley, it indicated that jewelry and 
other personal property “immediately connected with the per- 
son of the owner” may still have a legal situs at the domicile of 
the owner. Campbell v. Bagley, United States Court of Appeals, 
Fifth Circuit, 276 F.2d 28. The opinion of the court follows: 


JONES, C.J.—In this case the appellants, one the District Director of 
the Internal Revenue Service of Texas and the other the District Director 
of the Internal Revenue Service of Louisiana, are claiming a lien, and a 
priority of lien, and the right to enforce a lien on personal property, inci- 
dent to the collection of tax revenue owing to the United States. The 
appellee, Lema Parker Bagley, is a widow whose husband died in 1953. 
There are three Bagley children. C. H. Bagley is the oldest. At all 
times here material he lived at Waskom, in Harrison County, Texas, just 
west of the Texas-Louisiana boundary. The next of the children is John 
E., who lived in Shreveport, Louisiana, as did his mother. Shreveport is 
in Caddo Parish, which lies east of and adjoining Harrison County, 
Texas. The third son, Gary Bagley, was not a participant in the activi- 
ties out of which this litigation arose. The appellee’s husband had been 
in the oil well drilling business. At the time of his father’s death, C. H. 
Bagley was living in Texas and was in the oil well servicing business. 
John Bagley took over the operation of the father’s business. Mrs. Bagley 
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was without business experience and John Bagley undertook the manage- 
ment of her business affairs. Neither John Bagley nor his mother had 
anything to do with the business of C. H. Bagley. 


At various times in 1954 and 1955 Mrs. Bagley made loans to C. H. 
Bagley. These loans aggregated $19,500. C. H. Bagley then owned four 
drilling or well servicing rigs, all of which were mortgaged. In October 
of 1957, C. H. Bagley sold all of the well servicing rigs and equipment 
except that involved in this case and with a portion of the proceeds paid 
off the mortgage indebtedness on the rig and equipment here involved. 
On December 19, 1957, C. H. Bagley executed a chattel mortgage in the 
amount of $20,000 to his mother. This mortgage was given at the request 
of John Bagley who gave a mortgage to his mother about the same time 
as security for loans made by her to him. The mortgage of C. H. Bagley 
to his mother covered the remaining drilling rig and equipment owned 
by him. The rig and equipment was then located partly in Winn Parish, 
Louisiana, and partly in Union Parish, Louisiana. The mortgage was re- 
corded in Caddo Parish on January 2, 1958, and in Winn Parish on April 
17, 1958. C. H. Bagley’s insurance was cancelled. He found himself 
out of business. By arrangement with John Bagley who acted for the 
mother, C. H. Bagley gave a bill of sale, on April 22, 1958, to his mother 
of the mortgaged rig and equipment, all of which was then in Winn Pa- 
rish, Louisiana. “The sale of the rig and equipment” was, as stated in 
the district court’s findings, “C. H. Bagley’s method of repaying her 
what he had borrowed from her.” C. H. Bagley has not attempted to use 
or exercise any control over the rig and equipment since the execution 
of the instrument of transfer. The bill of sale was recorded on April 22, 
1958, in Winn Parish, where all of the property described in the mortgage 
and the bill of sale was then physically present. The rig and equipment 
was then used for about a week by John Bagley. 


C. H. Bagley was indebted to the United States for taxes, mostly 
withholding taxes. He had made an arrangement to work out his tax 
delinquency by installment payments. He failed to perform his agree- 
ment and the Internal Revenue Service filed a notice of lien in Harrison 
County, Texas, on January 24, 1958, for withholding taxes owing by C. H. 
Bagley in an amount of somewhat in excess of forty-five hundred dollars. 
Another federal tax lien notice for the same items, and for some federal 
unemployment taxes amounting to about a hundred and fifty dollars, was 
filed in Winn Parish, Louisiana, on May 19, 1958. On May 6, 1958, a 
notice of levy was served on John Bagley and he paid $250 rental to the 
Government agent. On June 27, 1958, the appellants, acting under a 
warrant of distraint, seized and took custody of the rig and equipment 
which was then in Winn Parish, Louisiana, for the delinquent taxes of 
C. H. Bagley. Such are the facts upon which our controversy is predi- 
cated. For the most part the facts are uncontroverted. To the extent 
of disagreement the findings of the district court, in all instances, are 
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supported by substantial evidence. Mrs. Bagley brought suit against the 
District Directors to enjoin the sale of the rig and equipment and seek- 
ing to have the warrant of distraint quashed. The defendants moved 
to dismiss. They first asserted that the suit is one to restrain the col- 
lection of taxes and as such is prohibited by 26 U.S.C.A. (1I.R.C.1954) 
§ 7421 (a). They next contended that as they neither resided in nor 
had been served within the jurisdiction of the court, there was no power 
to grant the relief sought. The motion was denied. The defendants 
answered, admitting, denying or averring lack of knowledge of the alle- 
gations of the complaint. As a second defense in their answer the 
appellants again set up the fact of their residence outside of the judicial 
district of the court and the absence of service upon them in the district, 
and again said that the court had no jurisdiction to enter an injunction 
against them. Trial was had, judgment was given for Mrs. Bagley en- 
joining the District Directors from selling the property, and cancelling 
the tax liens as to the drilling rig and equipment. The District Directors 
appeal. 

The first matter we consider is the effect of the filing of the notice 
of lien in Harrison County, Texas, as to the tangible personal property 
which was then physically located in Winn Parish, Louisiana. The 
statute gives the Government a lien and provides, 


“(a) Invalidity of lien without notice.—-Except as otherwise 
provided in subsection (c), the lien imposed by section 6321 
shall not be valid as against any mortgagee, pledgee, purchaser, or 
judgment creditor until notice thereof has been filed by the Secre- 
tary or his delegate.— 

“(1) Under state or territorial laws.—In the office designated 
by the law of the State or Territory in which the property subject 
to the lien is situated, whenever the State or Territory has by law 
designated an office within the State or Territory for the filing of 
such notice; .. .” 26 U.S.C.A. (I.R.C.1954) § 6323(a)(1). 


“ 
The Government's position is that the situs of tangible personal property 
is that of the domicile of the owner. Commenting upon such doctrine, 
the Supreme Court has said: 


“No general principles of law are better settled or more funda- 
mental, than that the legislative power of every state extends to all 
property within its borders, and that only so far as the comity of 
that state allows can such property be affected by the law of any 
other state. The old rule, expressed in the maxim mobilia s2quun- 
tur personam, by which personal property was regarded as sub- 
ject to the law of the owner's domicile, grew up in the Middle 


126 U.S.C.A. (I.R.C.1954) § 6321. 
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Ages, when movable property consisted chiefly of gold and jewels, 
which could be easily carried by the owner from place to place, 
or secreted in spots known only to himself. In modern times, since - 
the great increase in amount and variety of personal property, not 
immediately connected with the person of the owner, that rule has 
yielded more and more to the lex situs, the law of the place where 
the property is kept and used. Green v. Van Buskirk, 5 Wall. 
307 [18 L.Ed. 599], and 7 Wall. 139 [19 L.Ed. 109]; Hervey v. 
Rhode Island Locomotive Works, 93 U.S. 664 [23 L.Ed. 1003]; 
Harkness v. Russell, 118 U.S. 663, 679 [7 S.Ct. 51, 30 L.Ed. 285); 
Walworth v. Harris, 129 U.S. 355 [9 S.Ct. 340, 32 L.Ed. 712]; Story 
on Conflict of Laws, § 550; Wharton on Conflict of Laws, §§ 297- 
811. As observed by Mr. Justice Story, in his commentaries just 
cited, ‘although moveables are for many purposes to he deemed to 
have no situs, except that of the domicile of the owner, yet, this 
being but a legal fiction, it yields, whenever it is necessary for the 
purpose of justice that the actual situs of the thing should be ex- 
amined. A nation within whose territory any personal property is 
actually situate has an entire dominion over it while therein, in 
point of sovereignty and jurisdiction, as it has over immovable 
property situate there.” Pullman’s Palace Car Co. v. Com. of 
Pennsylvania, 141 U.S. 18, 22, 11 S.Ct. 876, 877, 35 L.Ed. 618. 


Again, discussing the situs of tangible personal property, the Supreme 
Court said: 


“We submit that it is the law that, while the transfer of intang- 
ible personalty can be taxed at the domicile of the owner, either 
inter vivos or upon death, that is true only because of the fiction 
mobilia sequuntur personam. Originally this theory applied to 
tangibles as well as to intangibles, but it has long since passed away 
as to anything except intangibles. This, because fiction, must yield 
to fact. These tangible articles, pictures, furniture, household 
stores, cows, horses, agricultural implements, have a real, physical 
existence and necessarily have a situs as surely as buildings and 
lands have. Their situs is in New York and Massachusetts, not in 
Pennsylvania. Therefore, this tax cannot be sustained upon author- 
ity of the maxim mobilia sequuntur personam, either under the 
decisions of this Court or under the decisions of the Supreme Court 
of Pennsylvania.” Frick v. Pennsylvania, 268 U.S. 478, 477, 45 
S.Ct. 603, 69 L.Ed. 1058. See City Bank Farmers Trust Co. v. 
Schnader, 293 U. S. 112, 55 S.Ct. 29, 79 L.Ed. 228. 


Another decision reflects and defines the departure from mobilia sequun- 
tur personam, the Court stating: 
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“This ancient maxim had its origin when personal property 
consisted in the main of articles appertaining to the person of the 
owner, such as gold, silver, jewels and apparel, and, less im- 
mediately, animals and products of the farm and shop. Such prop- 
erty was usually under the direct supervision of the owner and was 
often carried about by him on his journey. Under these circum- 
stances, the maxim furnished the natural and reasonable rule. In 
modern times, due to the vast increase in the extent and variety of 
tangible personal property not immediately connected with the 
person of the owner, the rule has gradually yielded to the law of 
the place where the property is kept and used. Pullman’s [Palace] 
Car Co. v. Pennsylvania, 141 U.S. 18, 22 [11 S.Ct. 876, 35 L.Ed. 613]; 
Eidman v. Martinez, 184 U.S. 578, 581 [22 S.Ct. 515, 46 L.Ed. 697]; 
Union Transit Co. v. Kentucky, supra, [199 U.S. 194] 206 [26 S.Ct. 
36, 50 L.Ed. 150]. But in respect of intangible property, the rule 
is still convenient and useful, if not always necessary; and it has 
been adhered to as peculiarly applicable to that class of property.” 
First National Bank v. Maine, 284 U.S. 312, 329, 52 S.Ct. 174, 177, 
76 L.Ed. 318. Cf. Vogel v. New York Life Ins. Co., 5 Cir., 1932, 
55 F.2d 205, certiorari denied 287 U.S. 604, 53 S.Ct. 9, 77 L.Ed. 525. 


The law of the actual physical situs governs the capacity to convey 
and the validity of conveyances of tangible personal property. It fixes 


the nature of interests conveyed in tangibles. Restatement Conflict 
of Laws, § 255-258. Cf. 70 Harv.L.Rev. 582-584. The District Directors 
quote to us statements of this Court in a prior decision where it was said: 


“The [federal] statute, however, does not require a tax lien 
to be filed in every county to which personal property may be 
carried in order to be enforceable against a subsequent mortgagee 
or pledgee. The requirement that notice of lien be filed in the 
office in which the filing of such notice is authorized by the law 
of the state in which the property subject to the lien is situated 
is satisfied, so far as is pertinent here, when such notice is filed in 
the county of the taxpayer's domicile. See Investment & Securities 
Co. v. United States, 9 Cir., 140 F.2d 894. It is the transitory 
nature of personal property which requires the application of 
this rule. To hold otherwise, would be to overlook the practical 
necessities of the situation and would require the Collector to 
file tax liens in every jurisdiction to which the taxpayers may at any 
time remove the property. We do not think this result was 
intended by the statute, nor do the laws of Texas relating to the 
recording of liens against personal property require a different 
result.” Grand Prairie State Bank v. United States, 5 Cir., 1953, 
206 F.2d 217, 219. See 13 Tax L.Rev. 459, 462. 
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This case involved diamonds. From “gold and jewels, which could 
be easily carried . . . from place to place, or secreted in spots known only 
to himself,"? stemmed “the maxim mobilia sequuntur personam, by 
which personal property was regarded as subject to the law of the 
owner's domicile.”"* Diamonds are of that kind of personal property 
“immediately connected with the person of the owner” which still may 
have a legal situs at the domicile of the owner.* The case of Investment 
& Securities Co. v. United States, 9 Cir., 1944, 140 F.2d 894, which is 
cited in the Grand Prairie opinion, and Marteney v. United States, 
10 Cir., 1957, 245 F.2d 185, which cites Grand Prairie, dealt with 
intangible personal property. The situs of this type of property is, 
for most purposes, regarded as being at the domicile of the owner. 
First National Bank v. Maine, supra; Vogel v. New York Life Insurance 
Co., 5 Cir., 1982, 55 F.2d 205, certiorari denied 287 U.S. 604, 55 S.Ct. 9, 
77 L.Ed. 525; 15 C.J.S. Conflict of Laws § 18c, p. 928. It follows that 
the notice of lien filed in Harrison County, Texas, was not a compliance 
with the requirement that the notice be filed in the State where the 
property here involved was situated. 


Having decided that the Texas filing of a notice of lien was ineffective 
to give it any validity against mortgagees or purchasers, we do not 
consider whether the recording of the Bagley mortgage in Caddo 
Parish gave it priority, since the mortgage was recorded in Winn Parish, 
and the bill of sale was also there recorded, before the Government's 
notice of lien was placed of record in that Parish. The District Directors 
urge that because the Bagley mortgage was given to secure a prior 
indebtedness, and the bill of sale was executed in satisfaction of the 
mortgage indebtedness, Mrs. Bagley was not a purchaser or mortgagee 
within the meaning of, or entitled to the protection of Section 6323. 
Whether a claimant has a valid mortgage or has acquired a valid title 
by purchase are questions to be determined by the law of the state. 
United States v. Winnett, 9 Cir., 1947, 165 F.2d 149. Under the law 
of Louisiana, a pre-existing debt is sufficient consideration for the execu- 
tion of a mortgage and a mortgage given to secure an antecedent debt 
is valid. So too, the transfer of mortgaged property by the owner 
as payment of the mortgage indebtedness is a valid consideration. 
These propositions are established by the Supreme Court of Louisiana 
in Provost v. Harrison, 205 La. 21, 16 So.2d 892. The Government 
suggested that the transactions between C. H. Bagley and his mother 
were not bona fide. The district court held otherwise and its finding 
is sustained by the record. 

The contention is made by the appellants that the district court did 


2 Pullman’s Car Co. v. Pennsylvania, supra. 
31d. 
4 First National Bank v. Maine, supra. 
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not have jurisdiction to grant the relief sought and that, since neither 
of the defendants had an official residence in the judicial district, they 
were improperly sued in that district. The district court properly 
resolved these issues against the appellants. As to the first proposition, 
this Court has recently said: — 


“There is no longer any doubt but that where a District 
Director of Internal Revenue has levied upon property belonging 
to one person in order to satisfy the tax liability of another, the 
true owner may obtain from the United States district court an 
injunction against the District Director to prevent the sale of such 
property, and that, as the owner is not the taxpayer involved, 
such relief is not prohibited by 26 U.S.C.A. § 7421.” Maule 
Industries, Inc. v. Tomlinson, 5 Cir., 1957, 244 F.2d 897, 899. 


Cited in support of this principle were Tomlinson v. Smith, 7 Cir., 
1942, 128 F.2d 808; Raffaele v. Granger, 3 Cir., 1952, 196 F.2d 620; 
and Holland v. Nix, 5 Cir., 1954, 214 F.2d 317. As to the second point, 
the venue for such a suit is properly laid in the district court serving 
the geographical area wherein the property is situated. Seattle Associa- 
tion of Credit Men v. United States, 9 Cir., 1957, 240 F.2d 906; Raffaele 
v. Granger, supra. The property which was the subject matter of the 
controversy was situated in Winn Parish in the Western District of 
Louisiana where the suit was brought. 


We find no error in the proceedings in the district court. Its 
judgment is 
Affirmed. 


BANKERS MAY SERVE AS OFFICIALS OF SMALL 
BUSINESS INVESTMENT COMPANIES 


The Federal Reserve Board has ruled that any officer, di- 
rector or employee of a member bank may serve as an official 
of a company licensed under the Small Business Investment 
Act of 1958. It based its opinion on the fact that a small business 
investment company would not be “primarily engaged in the 
flotation, underwriting, public sale or distribution, at whole- 
sale or retail or through syndicate participation, of stocks, bonds 
or other similar securities,” as contemplated by the Banking Act 
of 1933. 
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F.H.A. Insurance Premiums and Pre-Payment 
Charges Held Not to Constitute Interest 


In September, 1959, the Commissioner of the Federal Hous- 
ing Administration ordered an increase of interest on F.H.A. 
Home Loans to 5 3/4% per annum to enable F.H.A. 
insured mortgages to meet competition in the mortgage market. 
Marx & Bensdorf, Inc., a Tennessee corporation engaged in the 
business of making F.H.A. insured mortgage loans to home 
owners, urged that an F.H.A. loan requiring 5 3/4% interest plus 
an additional annual insurance premium of 1/2 of 1% and an ad- 
justed prepayment charge of 1% of the original principal was in 
violation of the usury statutes of Tennessee. 

The applicable Tennessee statutes provide that compensa- 
tion for the use of money which exceeds 6% per annum is usu- 
rious and under Tennessee law, when usury appears on the 
face of a mortgage instrument, the obligation to repay any part 
of the loan is unenforceable. 

The court held that the compensation which the lender 
may legally demand is determined not by what the borrower 
pays but by what the lender receives and that expenses incident 
to furnishing satisfactory security to the lender cannot be con- 
sidered compensation for the use of money. 

Inasmuch as premium charges are initially paid by the 
borrower to the mortgagee but in turn are annually passed on 
by the mortgagee to the F.H.A., the court concluded that pre- 
mium charges represent an expense incident to furnishing the 
lender satisfactory security and are not monies received by 
the lender for its own use and hence do not constitute interest. 

The court also concluded that the prepayment provision in 
the mortgage did not provide for the payment of interest and 
could not be made the basis of a claim of usury. Silver Homes, 
Inc. v. Marx & Bensdorf, Inc., Supreme Court of Tennessee, 333 
S.W.2d 810. The opinion of the court follows. 


TOMLINSON, J.—This is an appeal from the Chancellor’s decree 
NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1565. 
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pronouncing a declaratory judgment in a suit commenced by a bill which 
states a justiciable controversy between complainants and defendant. 
The memorandum opinion of the Chancellor succinctly states the deter- 
minative question as follows: 


“This is an original bill for a declaratory judgment to determine 
whether a loan, insured by the Federal Housing Administration, re- 
quiring 5%% interest, plus an additional annual insurance premium 
of % of 1%, and providing for an adjusted prepayment charge of 
1% of the original principal is in violation of the usury statutes 
(T.C.A. [$$] 47-1603 and 47-1604) of Tennessee.” 


The question arose in September 1959 by reason of the action of the 
Commissioner of the Federal Housing Administrator in at that time 
ordering the increase of interest on F.H.A. Home Loans to 5%@% per 
annum. The purpose of the order was to enable F.H.A. insured mort- 
gages to meet the competition in the mortgage market in inducing per- 
manent purchasers of interest bearing secured mortgage notes to pur- 
chase such F.H.A. mortgage loans. 

From the decree of the Chancellor adjudging such a loan not to be in 
violation of the usury statutes of Tennessee, the defendant, Marx & 
Bensdorf, Inc., has appealed. Marx & Bensdorf is a Tennessee corpora- 
tion with principal office at Memphis. It is engaged in the business, 


among others, of making on a large scale F.H.A. insured mortgage loans 
to home owners. It elected to stand on its demurrer which the Chan- 
cellor had overruled. By that demurrer it insisted that the face of the 
deed of trust securing such loans discloses a violation of the usury statutes 
of Tennessee. 


Title 47-1603, T.C.A. defines interest on a loan of money to be “the 
compensation which may be demanded by the lender from the bor- 
rower . . . for the use of money”. The next code section limits the 
amount of such compensation to “six dollars ($6.00) for the use of one 
hundred dollars ($100.00) for one (1) year”. That code section then pro- 
vides that “every excess over that rate is usury”. If such usury appears 
upon the face of the mortgage instrument the obligation to repay any 
part of the loan is unenforceable. White v. Kaminsky, 196 Tenn. 180, 
185, 264 S.W.2d 813. 

The obligation of the borrower of an F.H.A. loan to pay the 5%% 
interest plus the annual insurance premium, plus the adjusted prepayment 
charge appears upon the face of a Tennessee deed of trust conveying 
realty to secure an F.H.A. loan. Therefore, if the loan is made usurious 
by either of these requirements, then such F.H.A. loan is unenforceable in 
so far as it is governed by the law of Tennessee. 

As aptly said in the Chancellor's opinion, under Tennessee law the 
compensation which the lender of money may legally demand is deter- 
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mined “not by what the borrower pays but what the lender receives. 
Jenkins v. Dugger [6 Cir., 1938] 96 F.2d 727 [119] A.L.R. 1484 [cert.] 
den. 305 U.S. 623, 59 S.Ct. 84, 93 [83] L.Ed. 398”. 

Equally as well settled a principle of Tennessee law with reference to 
the usury statute is that 


“... ‘expenses incident to making the loan and furnishing the 
lender satisfactory security for its repayment can in no sense be 
considered compensation for the use of the money loaned.’” Koen 
v. State, 162 Tenn. 573, 581, 39 S.W.2d 283, 285. 


These applicable rules with reference to usury being well settled, 
in so far as Tennessee law is concerned, the first question which arises is 
as to the origin, nature and purpose of this additional annual insurance 
premiuin of one-half of 1%. 

The National Housing Act, 12 U.S.C.A. § 1701 et seq., is a statute of 
the United States Congress. It resulted from very sub-standard housing 
conditions throughout the nation following the 1932 depression. The 
conventional loan then as now, made by investors in mortgage loans 
was, generally speaking, only about 50%—sometimes a little more—of the 
value of the residence, or other realty, to be conveyed by trust deed to 
secure repayment of the loan. Very many people throughout the na- 
tion—and to the point of its becoming a matter of serious congressional 
concern—could not, and cannot, qualify for such a loan for lack of 
sufficient additional funds to expend in the procuring of a proper home. 
Clearly one of the controlling purposes of the National Housing Act is to 
make it reasonably possible for persons with quite limited capital to 
finance the acquiring of such homes. 

Congress knew, and it must be so presumed, that its purpose of 
making ownership of homes available to such people could not be ac- 
complished unless it worked out a plan whereby (1) a very small amount 
of capital would be required of the proposed home owner as one of the 
the conditions precedent to procuring a loan sufficient in amount to 
acquire the home, and (2) furnishing security sufficient to satisfactorily 
guarantee the repayment of the loan to the end that such loans would 
attract permanent mortgage investors, and (3) spreading out repay- 
ment of such loans at stated (monthly) periods under the amortization 
plan over a sufficient number of years to make compliance with the re- 
quired amount of such repayments come within the reasonable ability 
of the borrowing home owner. 

In accomplishment of the aforesaid purposes, the National Housing 
Act and the authorized rules and regulations of its agent, the Federal 
Housing Administration, headed by a commissioner, (1) guaranteed the 
repayment of the loan and interest by the United States Government, and 
(2) provided that a borrower, in so far as money is concerned, be ac- 
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cepted for an F.H.A. loan if such borrower should furnish from in- 
dividual funds 3% of the cost price of a home costing up to $11,000 and 
larger, but small percentages of the cost price of homes costing in excess 
of such sum. The balance of the cost price is then furnished by the lender 
because its repayment is guaranteed by the United States Government 
through its agent, the F.H.A. 

To meet its commitment guaranteeing the repayment of F.H.A. 
loans upon which a borrower might default, Congress created a Mutual 
Mortgage Insurance Fund and initially contributed ten million dollars 
thereto. And in consideration of its securing the repayment of the mort- 
gage the Act authorized the commissioner of F.H.A. 


“to fix a premium charge for the insurance of mortgages .. . 
not less that an amount equivalent to one half of 1 per centum.. . 
nor more than an amount equivalent to 1 per centum per annum of 
the amount of the principal obligation of the mortgage outstanding 
at any time, without taking into account... prepayments... . 
Such premium charges shall be payable by the mortgagee . . . in 
such manner as may be prescribed by the Commissioner. . . .” 
Title II (12 U.S.C.A. #1709 (c)). 


The commissioner has fixed this annual insurance premium charge 
at 4 of i% “of the principal obligation of the mortgage outstanding at 
any time, without taking into account ... prepayments... .” The 
Tennessee F.H.A. deed of trust provides that the mortgagor shall pay 
this premium charge to the mortgagee on a monthly basis. The mort- 
gagee, in turn, annually pays over such collections to the F.H.A. The 
insistence of the appellant is that the exaction from the mortgagor of 
this insurance premium charge plus the exaction of 5%% annual interest 
makes the transaction a violation of the usury statute of Tennessee, and 
voids the obligation to repay, since such requirements appear upon the 
face of the trust deed. 

It is a fact that Section 1709(c) above quoted says this: “Such pre- 
mium charges shall be payable by the mortgagee . . . in such manner as 
may be prescribed by the Commissioner... .” However, Administrative 
Rule and Regulation No. 221.21 provides this: 


“... (a) the mortgage may provide for monthly payments by 
the mortgagor to the mortgagee of an amount equal to one-twelfth 
of the annual mortgage insurance premium payable by the mort- 
gagee to the Commissioner.” 


So, as observed by the Chancellor, the regulations indicate that F.H.A. 
expected this premium charge to be passed on to the borrower. The 
lender collects this insurance premium from the borrower each month. 
Under certain conditions, upon the payment in full of a given loan, if the 
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Commissioner deems it equitable to refund any part of such paid in in- 
surance premium the refund is, under the Federal Statute, made to the 
borrower, but never to the lender. Very large amounts, in the aggregate, 
have been refunded to Tennessee borrowers, their loans having been 
fully paid. 

The brief of one of the appellees calls attention to a ruling of the 
Internal Revenue Department “I. T. 3062 CB Dec. 1937—1, at page 61” 
that the mortgagor payment of this F.H.A. mortgage insurance premium 
is not deductible as interest in computing federal income tax. 

It is an indisputable fact that the liability to pay such insurance pre- 
mium is due solely to a plan whereby a borrower with very little avail- 
able money will be enabled to procure a loan sufficient to acquire a 
reasonably adequate home. There is no gainsaying the statement that 
the plan is for the sole benefit of the borrower. This insurance premium 
is solely an expense incident to the necessity of furnishing the lender 
satisfactory security for the repayment of the money loaned for that pur- 
pose. The well settled law in Tennessee is that 


“.. . “expenses incident to making the loan and furnishing the 
lender satisfactory security for its repayment can in no sense be 
considered compensation for the use of the money loaned.’” Koen 
v. State, 162 Tenn. 573, 581, 39 S.W.2d 283, 289. (Emphasis 


supplied. ) 


The payment, therefore, of such an expense by the borrower cannot 
be regarded as a payment of interest to the lender for the use of money 
loaned. See Sec. 47—1603, T.C.A. Though it is money which the bor- 
rower pays, it is not money received for the use of the lender. So, it is 
not interest within the meaning of our usury statute. Jenkins v. Dugger, 
supra. 

Therefore, the F.H.A. loan does not violate the usury laws of Ten- 
nessee unless usury results from the provision in the deed of trust that 
if the loan is fully repaid prior to maturity there shall be paid by, in 
effect, the borrower, in one sum an adjusted premium charge of one 
(1%) percent of the original principal, but never to exceed the aggregate 
amount of the annual insurance premium of one-half of 1% which would 
have been payable if the mortgage had continued to be insured until 
maturity. 

The brief of appellants frankly concedes “that the majority of juris- 
dictions which have passed on prepayment charges, either of unearned 
interest running to the maturity date stipulated, or of a sum expressed in 
a prepayment option, not exceeding interest to the maturity date, have 
held that such transactions are not usurious. (Annotation 130 A.L.R. 
73).” In so far as our search reveals only one state seems to hold to the 
contrary. 
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The text of 91 C.J.S. Usury § 31, page 610, is as follows: 


“A provision in a note or contract for the payment of money per- 
mitting the payment of the principal sum before its maturity at the 
debtor’s option, on payment-of interest to the date of the pay- 
ment and a bonus in addition, . . . does not render the transaction 
usurious.” 


Attention is directed to the fact that the 1% adjusted premium charge 
can never exceed the amount of annual insurance premium of one-half 
of 1% which would have been payable by the borrower had he not elected 
to repay the loan prior to the absolute maturity date specified in the trust 
instrument. Perhaps, therefore, applicable to the principle involved, is 
the text statement in 55 American Jurisprudence, page 360, that the loan 
is not made usurious. 


“If the total interest received by the lender does not exceed 
the interest computed at the maxinum lawful rate from the time 
the loan became available to the borrower to the absolute maturity 
date specified in the contract.” 


About as logical and “to the point” a statement as this Court has 
found upon the question is that of the appellate division of the New 
York Court in its case of Feldman v. Kings Highway Savings Bank, 278 
App.Div. 589, 102 N.Y.S.2d 306, 307, 303 N.Y. 675, 102 N.E.2d 835, a 
case cited in the brief of Amicus Curiae. There the lender agreed to the 
borrower’s request to be allowed to prepay the $15,000 loan on con- 
dition that an additional $2,000 be paid as a “prepayment privilege 
charge”. In rejecting the borrower's suit for recovery of the $2,000 on 
the assumption of usury, the Court held: 


“The prepayment was not under coercion, or duress, but was 
voluntary. ... It was... the making of a new and separate 
agreement, the termination of the indebtedness. Accordingly, 
it was not a payment of interest and therefore could not be the 
basis of a claim of usury.” 


It is this Court’s opinion, based on principle and precedent, that a 
mortgage loan bearing 5%% per annum is not in violation of the Tennessee 
usury statute in requiring of the borrower (1) payment to the F.H.A. of 
an insurance premium as a means of procuring a guarantee by F.H.A. 
of the repayment of the loan made to such borrower for the acquiring 
of a home, or (2) payment to the F.H.A. of an adjusted prepayment 
charge based upon the obligation to pay such insurance premium for 
the privilege of prepaying the loan. The borrower alone is the beneficiary 
of these two provisions required by the United States Government in 
consideration of extending its aid in the respects mentioned to such 
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borrower. Never does the lender receive any part of these required pay- 
ments which are necessary expenses incident to making the loan. Such 
lender receives only the 5%% annual interest. Receipt of 5%% annual in- 
terest is less than the 6% permitted by the Tennessee statute. 


The decree of the Chancellor will be affirmed. 


Purchaser of Note Held to be Holder 
in Due Course 


In a suit by a finance company which had purchased a 
promissory note, the maker established that he had certain per- 
sonal defenses (fraud in the inducement and failure of con- 
sideration) which would have been good in a suit against him 
by the payee of the note. The court was presented with the 
question whether the finance company was a holder in due 
course and thus immune from the personal defenses. 

In holding that the finance company was a holder in due 
course entitled to judgment against the maker, the court dis- 
cussed the requirement imposed by the Negotiable Instruments 
Law that a holder in due course have taken an instrument in 
good faith. It stated that the mere presence of suspicious cir- 
cumstances which would put a reasonably prudent person on 
inquiry does not negate the existence of good faith. Nothing 
short of actual knowledge of defects in the instrument of or 
actual bad faith will defeat the status of an indorsee as a 
holder in due course. The fact that the note is offered for 
a large discount does not put a purchaser on inquiry, the 
court stated, unless the note is offered for sale at a price less 
than one-half or one-third of its face value. The court also 
stated that the finance company’s close relationship to the 
payee because of the large volume of notes purchased by the 
finance company from the payee did not, as argued by the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 631. 
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maker, in reality make the finance company the payee of the 
note and, therefore, subject to the personal defenses of the 
maker. 

The court also held that the contemporaneous execution of 
a non-negotiable contract securing performance by creating a 
lien in favor of the payee against certain property of the maker 
did not destroy the negotiability of the note and that the trans- 
fer of the note constituted a transfer of the lien created by the 
contract entitling the purchaser of the note to foreclose the lien. 
Mann v. Leasko, District Court of Appeal, California, 4 Cal. 
Rep. 124. The opinion of the court follows: 


HERNDON, J.—Appellant, the purchaser and endorsee of a promis- 
sory note, brought this action seeking to enforce collection of the note 
and to foreclose a lien on real property given as security therefor. The 
trial court sustained certain personal defenses (fraud in the inducement 
and failure of consideration) which were interposed by respondents, 
makers of the note. The determinative questions are: (1) whether ap- 
pellant is a holder in due course and, as such, entitled to immunity from 
such personal defenses, and (2) whether there is any evidence in the 
record to support findings to the effect that appellant purchased the note 
with knowledge of the facts giving rise to the defenses which were 
asserted, 

Respondents entered into a written contract with Mission Supply, 
Inc., by the terms of which the latter undertook to install a water softener 
upon respondents’ premises. The contract recited that materials and 
labor were to cost $599, and provided that respondents were to make 36 
monthly payments of $23.61. It also provided that respondents granted 
a lien on their real property to secure performance on their part. As a 
part of the same transaction, respondents executed the promissory note 
in suit, a separate instrument, by which they promised to pay Mission 
Supply, Inc., or order, the sum of $849.96 in 36 monthly installments of 
$23.61. 

Appellant purchased the note and contract from the payee prior to 
the date on which the first installment fell due, paying therefor a pur- 
chase price of $589. The note was endorsed by the payee “without re- 
course”. It appears that appellant purchased this paper in the ordinary 
course of a considerable volume of business with the payee. Appellant's 
business manager testified that when he purchased the contract it was 
his understanding and belief that the payee had fully performed its ob- 
ligations under the contract. 

Over appellant’s objections, respondents were permitted to testify to 
facts, which, as we shall assume, would be sufficient to establish (as 
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against a party other than a holder in due course) the personal de- 
fenses relied upon by respondents. This testimony was admitted sub- 
ject to a motion to strike in the event that there was no evidence to 
establish notice or knowledge on the part of appellant. At the conclusion 
of respondents’ case, appellant moved to strike all of the testimony with 
refence to the personal defenses on the ground that there was no evi- 
dence showing, or tending to show, that appellant had knowledge of 
any fact which would impair his position as a holder in due course when 
he acquired the note. In opposing this motion to strike, respondents made 
no effort to point to any evidence of knowledge or bad faith on appellant’s 
part but rather devoted their argument to the proposition that the note 
was non-negotiable by reason of the contract which accompanied and 
secured it. The motion to strike was taken under submission, and al- 
though the record does not affirmatively so indicate, we must assume from 
the tenor of the findings that it was denied. 

The trial court found that appellant had notice and knowledge of 
the facts giving rise to the personal defenses and concluded that appel- 
lant was entitled neither to recover on the note nor to enforce the con- 
tract. We have reviewed the record and find that appellant is cor- 
rect in contending that there is a total absence of evidence to support the 
trial court’s findings to the effect that appellant purchased the instruments 
in question with knowledge of the defects therein. We find not even a 
scintilla of evidence tending to prove any fact which would impair ap- 
pellant’s position as a holder in due course. Indeed, no attempt is made 
in respondents’ brief to support these findings; their entire argument is 
devoted to the proposition that the negotiability of the note was destroyed 
by reason of the contemporaneous and accompanying contract which was 
executed by the makers as a part of the same transaction. We have 
concluded that this proposition is untenable as a matter of law. 


The promissory note in the case at bar clearly meets all the formal 
requirements for a negotiable instrument, in that it is in writing, signed 
by the maker, contains an unconditional promise to pay a sum certain 
in money, is payable at a fixed or determinable future time, and is 
payable to order. Civil Code, § 3082 et seq. 

Under the Negotiable Instruments Law, adopted in California in 
1917, authorities in many jurisdictions, including California, have taken 
the view that concurrent execution of a note and a contract under which 
the payee has certain executory obligations will not, in and of itself, 
impair the negotiability and resulting commercial value of the note. 
Commercial Credit Corporation v. Orange Country Machine Works, 34 
Cal.2d 766, 770, 214 P.2d 819, and cases cited. See also 44 A.L.R.2d 8, 
57 et seq. and cases cited. This view has obtained where the note is 
secured by a conditional sales contract (Commercial Credit Corporation 
v. Orange County Machine Works, supra; 44 A.L.R.2d 8, 58-59), even 
where the note refers to the contract or is physically attached to the 
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contract when executed. Commercial Credit Corporation v. Orange 
Country Machine Works, supra; 44 A.L.R.2d 8, 59 et seq. Similarly, 
except where a statute provides to the contrary, it is generally conceded 
that the mere fact that a promissory note is secured by a chattel mortgage 
does not impair the negotiability of the note. 44 A.L.R.2d 8, 67 et seq. 
This view obtains in California where a note is secured by a mortgage on 
real or personal property, by virtue of section 3265 of the Civil Code, 
providing in relevant part that “. . . the negotiability of a promissory note 
otherwise negotiable in form, secured by a mortgage or deed of trust 
upon real or personal property shall not be affected or abridged by reason 
of a statement therein that it is so secured, nor by reason of the fact that 
said instrument is so secured nor by any conditions contained in the 
mortgage or deed of trust securing the same.” See also Hayward Lbr. 
& Inv. Co. v. Naslund, 125 Cal.App. 34, 38-39, 18 P.2d 775; Witty v. 
Clinch, 207 Cal. 779, 785, 279 P. 797. 

Pursuant to these rules and in keeping with the purpose of furthering 
the integrity of commercial paper underlying the Negotiable Instruments 
Law, we hold that contemporaneous execution and transfer of a promis- 
sory note and a non-negotiable contract securing performance by a lien on 
real property does not, in and of itself, impair the negotiability of the note. 
And, since the transfer of the note constitutes a transfer of the lien which 
is an incident thereof (Civil Code, § 1084; Union Supply Co. v. Morris, 
220 Cal. 331, 338-339, 30 P.2d 394; Cockerell v. Title Ins. & Trust Co., 
42 Cal.2d 284, 291, 267 P.2d 16), if appellant is entitled, as a holder in 
due course, to bring suit on the note, he is similarly entitled to fore- 
close the lien. See, e. g., Hayward Lbr. & Inv. Co. v. Naslund, supra, 
125 Cal.App. at page 40, 13 P.2d at page 778. 

“A holder in due course is a holder who has taken the instrument 
under the following conditions: 

“(1) That it is complete and regular upon its face; 

“(2) That he became the holder of it before it was overdue, and 
without notice that it had been previously dishonored, if such was the 
fact; 

“(3) That he took it in good faith and for value; 

“(4) That at the time it was negotiated to him he had no notice of 
any infirmity in the instrument or defect in the title of the person nego- 
tiating it.” Civ.Code, § 3133. 

“To constitute notice of an infirmity in the instrument or defect in 
the title of the person negotiating the same, the person to whom it is 
negotiated must have had actual knowledge of the infirmity or defect, or 
knowledge of such facts that his action in taking the instrument amounted 
to bad faith.” Civ. Code § 3137. 

It has been uniformly held that the requirement of “good faith”, 
imposed by the Negotiable Instruments Law, generally means that the 
transaction was honestly conceived and consummated without collusion, 
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fraud, knowledge of fraud or intent to assist in the perpetration of a 
fraud. (8 Cal.Jur.2d 405, Bills and Notes § 81; 8 Am.Jur. 118 et seq., 
Bills and Notes § 383, and cases cited.) The mere presence of suspicious 
circumstances which would be sufficient to put a reasonably prudent in- 
dividual on inquiry does not negative the existence of good faith. Good- 
ale v. Thorn 199 Cal. 307, 314, 249 P. 11; Christian v. California Bank, 
93 Cal.App.2d 230, 232-233, 208 P.2d 784; Sasner v. Ornsten, 93 Cal.App. 
2d 467, 471, 209 P.2d 44; Howell v. Dowling, 52 Cal.App.2d 487, 494, 
126 P. 2d 630; Witty v. Clinch, supra, 207 Cal. 779, 783, 279 P. 797. See 
also 8 Am.Jur. 123 et seq., Bills and Notes § 388 and cases cited; 44 
A.L.R.2d 8, 97 et seq., and cases cited; 26 So.Calif.L.Rev. 435, 436, and 
cases cited; 8 Cal.Jur.2d 405-408, Bills and Notes § § 81, 82. 


Knowledge that a note was given in consideration of an executory 
agreement not yet performed by the payee does not prevent an in- 
dorsee for value from being a holder in due course, unless he has notice 
of a breach of the agreement. Splivallo v. Patten, 38 Cal. 138, 189; Flood 
v. Petry, 165 Cal. 309, 314, et seq., 182 P. 256, 46 L.R.A.,N.S., 861; 26 So. 
Cal.L.Rev. 435, 486. And see, generally, 44 A.L.R.2d 8, 97-134, and cases 
cited. Nothing short of actual knowledge of defects in the instrument 
or of actual bad faith will defeat the status of an indorsee who otherwise 
qualifies as a holder in due course. Civ.Code, § 3187; 26 So.Cal.L.Rev. 
435, citing Lawson v. Weston, 4 Esp. 56, 170 Eng.Rep. 640; 8 Am.Jur. 
123 et seq., Bills and Notes § 388; 44 A.L.R.2d 8, 97 et seq., and cases cited. 


“The mere fact that a note is purchased for an amount less than its 
face, or that an unusually large discount is accepted, is never of itself 
sufficient to charge the purchaser with notice of existing equities, un- 
less the consideration is merely nominal or the rate of discount so great 
as to compel the inference that the negotiation is fraudulent or in some- 
way illegal or unauthorized.” 10 C.J.S. Bills and Notes § 327, pp. 824-825. 
And see Imperial Gypsum & Oil Corp. v. Chaplin, 4 Cal.App.2d 109, 
112-118, 40 P.2d 596; Anderson v. Lee, 103 Cal.App.2d 24, 27, 228 P.2d 
613. While there is a special duty to make inquiry where an instrument 
is offered for sale at a price less than one-half or one-third of its face value 
( Boyd v. Bearce, 48 Cal. App. 46, 51, 191 P. 560; Jordan v. Grover, 99 Cal. 
194, 195-196, 33 P. 889; Bernstein v. Pacific States Savings & Loan Co., 19 
Cal.App.2d 679, 682, 66 P.2d 699), “an offer to sell a secured note for 
two-thirds its value is not itself sufficient to raise an inference that the 
instrument is tainted.” Anderson v. Lee, supra [103 Cal.App.2d 24, 27, 
228 P.2d 615]. Inadequacy of consideration may be considered as 
evidence of bad faith and, if suspicious circumstances are present, may 
authorize a finding of bad faith. 10 C.J.S. Bills and Notes § 327, p. 825; 
Imperial Gypsum & Oil Corp. v. Chaplin, supra, 4 Cal.App.2d at page 
113, 40 P.2d at page 598; Anderson v. Lee, supra. 

The promissory note in the case at bar is complete and regular on its 
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face and there is nothing in the record to suggest that it was not so when 
negotiated to appellant. Appellant purchased the note approximately 
one month before the due date of the first installment. The manager of 
appellant’s finance company testified that he had purchased the note and 
contract for $589. He further testified that he had purchased a sub- 
stantial number of similar contracts in the course of his business, that 
he knew nothing of the dealings between respondents and Mission Supply, 
Inc., and that while he had not specifically inquired as to whether or not 
the work had been completed he was of the opinion that the work had 
been done. In the complete absence of any evidence whatever to con- 
tradict this testimony, we hold that there was no evidence to support 
the trial court’s finding that appellant had notice of the defenses of the 
makers and, therefore, that appellant was entitled to the protections ac- 
corded a holder in due course of section 3138 of the Civil Code. 


Nothing in Commercial Credit Corporation v. Orange County Ma- 
chine Works, supra, 34 Cal.2d 766, 214 P.2d 819, or similar cases in other 
jurisdictions' compels, or even supports, a position contrary to that 
taken in the instant case. Contrary to the general weight of authority, 
such cases create an exception to the usual rules governing the holder 
in due course status. This exception, as stated in Commercial Credit 
Corporation v. Orange County Machine Works, supra, 34 Cal.2d at page 
771, 214 P.2d at page 822, is as follows: “When a finance company active- 
ly participates in a transaction of this type from its inception, counseling 
and aiding the future vendor-payee, it cannot be regarded as a holder in 
due course of the note given in the transaction and the defense of failure 
of consideration may properly be maintained.” 


That this treatment of a finance company as an original party to the 
transaction, or as the true payee, is exceptional is indicated by the many 
cases holding that numerous actions by finance companies, e. g., a close 
business association with the named payee, furnishing forms to the seller 
for execution by the chattel purchaser and including thereon a form of 
indorsement to the finance company, will not deprive the finance com- 
pany of its status as a holder in due course. Wilson v. Gorden, D.C.Mun. 
App., 91 A.2d $29; 128 A.L.R. 729, 730-732 and cases cited; 44 A.L.R.2d 
8, 137-189, 141, 144 et seq. and cases cited. 


In the case at bar, the testimony of appellant’s manager to the effect 
that appellant had purchased over one million dollars worth of commer- 
cial paper from Mission Supply, Inc., indicates a very close business as- 
sociation. The printed form of indorsement to appellant in the lower 
left-hand corner of the contract of sale may give rise to an inference 


1See, e.g., Commercial Credit Co. v. Childs, 199 Ark. 1073, 187 S.W.2d 260, 
128 A.L.R. 726; Mutual Finance Company v. Martin, Fla., 63 So.2d 649, 44 A.L.R.2d 
1; Annotation: Finance Company as holder in due course of paper which it purchases 
from dealer, 128 A.L.R. 729 et seq. and cases cited; Annotation, 44 A.L.R.2d 8, 134 
et seq. and cases cited; 26 So.Cal.L.Rev. 435 and cases cited; 53 Harv.L.Rev. 1200 
and cases cited. 








702 THE BANKING LAW JOURNAL 


that appellant supplied Mission Supply, Inc., with the forms in ques- 
tion. However, there was no evidence whatsoever to indicate that ap- 
pellant actively participated in the business of Mission Supply, Inc., that 
he agreed prior to the sale to finance the transaction or that he had any 
knowledge of or connection with the sale except as indorsee of a negoti- 
able promissory note and assignee of the contract. 

In Wilson v. Gorden, D.C.Mun.App., 91 A.2d 329, at page 330, supra, 
under circumstances similar to those present in the instant case, the court 
stated: “Defendants claim that plaintiff was in reality a payee due to the 
close association between plaintiff and the television firm and that there- 
fore they are entitled to avail themselves of the personal defenses avail- 
able to the maker against a payee. This close association was attempted 
to be shown by the fact that plaintiff acquired title on the same date as 
the date of the sale of the television unit to defendants along with the ex- 
ceptionally large discount coupled with plaintiff's admission that he had 
furnished the television firm with blank conditional sales contracts. This 
evidence is not sufficient in law to defeat plaintiffs claim as a holder 
in due course.” 


Reversed. 
FOX, P. J., and ASHBURN, J., concur. 


MUTUAL SAVINGS BANK DENIED RIGHT TO 
ESTABLISH BRANCH 


The Supreme Court of Minnesota, acknowledging the need 
to make the facilities of a savings bank available to all members 
of the community, has ruled that the Farmers and Mechanics 
Savings Bank in Minneapolis does not have the authority to estab- 
lish a branch office. The court pointed out that there was no 
authority to establish a branch either expressed or necessarily 
implied in the law under which the bank was organized and 
in the absence of specific legislative authority neither the 
court nor the banking commissioner could permit the establish- 
ment of a branch. The bank took the position that it could 
not carry out its duty of making its services available to every 
one in the community from one location, particularly in view 
of the shift in population from the downtown location it had oc- 
cupied for 86 years. 
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Security Interest Created Under Uniform 
Commercial Code Superior to Claim of Receiver 


Pursuant to Section 9-403 of the Uniform Commercial Code, 
Provident Trust Company filed a financing statement in which 
Fort Pitt Packaging Co. Inc. was listed as the debtor and the bank 
as the secured party. The statement by its terms covered, “All 
present and future accounts receivable submitted.” Thereafter 
and while the financing statement was in effect, Fort Pitt Pack- 
aging Company borrowed $140,000 from Empire Commer- 
cial Corporation and assigned as security the payments due it 
under a government contract to the bank as Empire's agent. 
One year later Fort Pitt was placed in receivership. The re- 
ceiver took the position that the assignment of the proceeds of 
the government contract was ineffective as against him. 

In affirming a dismissal of the receiver's petition and there- 
by holding that the security interest of the bank as agent was 
superior to the claim of the receiver, the Supreme Court of 
Pennsylvania pointed out that since the purpose of filing the 
financing statement is to give notice to potential future credi- 
tors of the debtor it makes no difference insofar as notice is 
concerned whether the secured party listed in the statement is 
a principal or an agent. 

The court held that the description of the collateral in the 
financing statement reasonably identified the thing described 
and was, therefore, sufficient under the Code. The court also 
held that the law of Pennsylvania governed the case since Em- 
pire’s domicile or place of business was in Pennsylvania, This 
was true, the court stated, even though Empire and Fort Pitt 
had agreed in the loan contract that the law of New York was to 
apply. Otherwise, the court pointed out, a Pennsylvania debtor 
could adversely affect the rights of his creditors. Industrial 
Packaging Products Co. v, Fort Pitt Packaging Inc., Supreme 
Court of Pennsylvania, 161 A.2d 19. The opinion of the court 
follows: 


BENJAMIN R. JONES, J.—The Provident Trust Company of Pitts- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1562.5. 
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burgh, pursuant to Sec. 9-403 of the Uniform Commercial Code (Act of 
April 6, 1953, §9-403,12A P.S. § 9-403) filed the following financial state- 
ment in the office of the Prothonotary of Allegheny Co. on August 18, 1955: 


“15110 of 1955 
“Financing Statement 

“This financing statement is presented to a filing officer for filing pursuant 
to the Uniform Commercial Code. 

“1. Debtor (or assignor)—Fort Pitt Packaging Co., Inc., 5615 Butler 
Street, Pittsburgh 1, Pa. 

“2. Secured Party (or assignee )—Provident Trust Co., 900 East Ohio 
St., Pittsburgh 1, Pa. 

“8. Maturity date of obligation ————. 

“4. The financing statement covers the following types of property: 
All present and future accounts receivable submitted. 

“Fort Pitt Packaging Co., Inc. 

“Leo A. Levy, Treas. 

“Provident Trust Company 

“A. W. Charlton 

“Executive Vice Pres.” 


Under Sec. 9-403 of the Code such a statement remains effective for a 
period of five years. On August 19, 1955, Provident Trust Company 
filed a similar statement in the office of the Secretary of the Common- 
wealth in Harrisburg. 

On February 4, 1957, Fort Pitt Packaging International Inc.’ entered 
into a written contract with the United States Government for the 
maintenance, repair and overhaul of vehicles. On March 26, 1957, Fort 
Pitt entered into a contract? with Empire Commercial Corporation 
wherein Empire agreed to lend Fort Pitt $140,000, and Fort Pitt agreed 
to assign to the Provident Trust Company as Empire's agent its contract 
with the United States Government and any and all payments due or 
to become due thereunder. On the same day, March 26, Fort Pitt sold 
and assigned to the Provident Trust Company, the payments due or 
which may become due under the governmental contract. Notice of the 
assignment was given to the Contracting Officer of the Department of 
the Army, pursuant to the provisions of the Federal Assignment of 
Claims Act of 1940, as amended, 31 U.S.C.A. § 203. 

One year later, on March 27, 1958, Fort Pitt was placed in receivership 
and on May 27, 1958, upon petition of creditors, Robert Mellin, Esquire, 
was appointed receiver. On June 10, 1958, the said receiver petitioned 
the Court of Common Pleas of Allegheny County for a rule upon Empire 
to show cause why the assignments of the proceeds for Fort Pitt’s services 

1 Formerly known as Fort Pitt Packaging Co., Inc. 

* There were actually two contracts executed on that day between Fort Pitt 
and Empire. However, since the only variation between the two contracts is in 


the amounts involved, being $60,000 and $80,000 respectively, for purposes of 
clarity the two contracts are referred to as a single contract. 
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performed under the government contracts should not be declared null, 
void and ineffective as against the receiver. After hearing held and 
argument, the court below dismissed the receiver's petition. From that 
order this appeal was taken. 

Empire contends that the laws of New York should govern because 
under paragraph 16 of Fort Pitt’s letter to Empire dated March 26, 
1957,—the contract between them-, it is provided “that [the] agreement 
and performance thereof shall in all respects be governed by and in 
accordance with the laws of the state of New York.” Empire cites Sec. 
1-105(6) of the Uniform Commercial Code which provides “whenever 
a contract, instrument, document, security or transaction bears a rea- 
sonable relationship to one or more states or nations in addition to this 
state the parties may agree that the law of any such other state or nation 
shall govern their rights and duties. In the absence of an agreement 
which meets the requirements of this subsection, this Act governs.” 
However, the Uniform Commercial Code also provides, in Sec. 9-103, 
“if the office where the assignor . . . keeps his records . . . is in this 
state, the validity and perfection of a security interest . . . is governed 
by this Article.” We agree with the court below that “as between 
parties it is lawful for them to agree as to what law shall apply; but 
where, as here, we are dealing with the rights of creditors in the property 
of one of the contracting parties, then the law of the state of such 
party’s domicile or place of business shall apply. Otherwise, it would 
be possible for two parties to render nugatory as to third parties an 
act of Assembly passed for the benefit of such third parties.” The laws 
of Pennsylvania, not New York, governs this controversy. 

Appellant Mellin contends that the filing of the financing statement 
in 1955 was not sufficient to secure the amounts due under Fort Pitt's 
contract with the United States Government which was executed in 
1957. The filing of the financing statement pursuant to Sec. 9-403 was 
entirely proper. The Uniform Commercial Code does not require that 
the secured party as listed in such statement be a principal creditor 
and not an agent. In this case, apparently, the Provident Trust Company 
filed the financing statement as a principal creditor, but in 1957, it became 
the collecting agent for the Empire Commercial Corporation. Neither 
the Provident Trust Company nor Empire had any reason to believe 
that it would be necessary to file a second financing statement which 
would in all respects duplicate the 1955 statement with the exception 
that the Provident Trust Company would be listed as an agent for 
Empire. The purpose of filing this financing statement is to give notice 
to potential future creditors of the debtor or purchasers of the collateral. 
It makes no difference as far as such notice is concerned whether the 
secured party listed in the filing statement is a principal or an agent, and 
no provision in the Uniform Commercial Code draws such a distinction. 

The financing statement covered “all present and future accounts 
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receivable submitted.” Section 9-110 of the Uniform Commercial Code 
provides that “for the purposes of this Article any description is sufficient 
whether or not it is specific if it reasonably identifies the thing described.” 
There is no doubt that the description in the financing statement reason- 
ably identifies the collateral security. It is difficult under the circum- 
stances to imagine how the description could be more complete without 
filing new and amended descriptions each time a new account receivable 
falls within the purview of the financing statement. Nowhere in the 
Uniform Commercial Code is such a requirement set forth. 

Section 9-204(3) provides that “except as provided in subsection (4) 
[which deals with crops and consumer goods] a security agreement may 
provide that collateral, whenever acquired, shall secure any advances 
made or other value given at any time pursuant to the security agree- 
ment.” (Emphasis added.) 

In the 1957 agreement between Fort Pitt and Empire, Fort Pitt agreed 
to assign to Provident Trust Company all payments to be received as 
they became due from the United States Government under Fort Pitt’s 
contract of February 4, 1957 with the Government. These amounts due 
fell within the clause “future accounts receivable submitted” contained 
in the 1955 financing statement filed by Provident Trust Company. 
Comment 2 to Sec. 9-303 of the Code states that the “secured party is 
entitled to have his security interest recognized in insolvency proceedings 
instituted against the debtor.” Therefore, the interest of the secured 
party, Provident Trust Company is superior to that of the receiver in 
bankruptcy and any funds which have been placed in the hands of 
Provident Trust Company pursuant to the assignment by Fort Pitt need 
not be turned over to the receiver. These funds are properly being held 
by the Provident Trust Company for the benefit of its principal, Empire 
Commercial Corporation. 


Order affirmed. 


REQUEST FOR AMENDMENT OF REGULATION U DENIED 


The Federal Reserve Board has been requested many times 
to amend Regulation U in regard to loans for the purchase of 
stocks by exercise of restricted stock options. Requests have 
been to make the regulation more favorable for the granting 
of such loans, compared with other loans for the outright pur- 
chase of securities. In refusing to grant the requested treatment 
the Board indicated that it considers these proposals to be 
primarily matters of executive compensation rather than of credit 
regulation. In addition the Board indicated that “a large poten- 
tial volume of stock market credit” would be involved in grant- 
ing any such proposal. 








TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Direction as to Inheritance Taxes Does Not Include 
Federal Estate Tax 


Estate of Antonia Hoffman, Supreme Court of Pennsylvania, Western District, April 18, 1960 


Decedent’s will directed that “any and all inheritance taxes be first 
paid out of my estate”. An objection was filed to the accounting on 
the ground that the direction was not sufficient as to Federal estate 
taxes under the Estate Tax Apportionment Act. Held: There is a sub- 
stantive difference between inheritance and estate taxes which requires 
the conclusion that the direction was not intended to cover Federal 
estate taxes, 


Burden of Showing Incomplete Gift Not Met 


J. B. and L. D. Causey v. Commissioner of Internal Revenue, 
United States Tax Court, May 27, 1960 
On his gift tax return for 1953, the donor reported a gift of shares of 
stock to a trust of which he was both settlor and trustee. The securities, 
however, at all times were in a custodian account with a brokerage 
firm in the donor’s name, and the donor received all dividends on the 
securities, used them for family purposes, and reported them as income 
on his own income tax returns. Held: The donor failed to sustain the 
burden of proving that he did not make a completed gift in trust in 1953. 


Income Tax Deduction Increases Marital Bequest 
Estate of W. C. McTarnahan, New York Surrogate's Court, New York County, April 25, 1960 


Decedent’s will bequeathed to his widow one-half “of the value of 
my entire gross estate for Federal estate tax purposes” after certain 
deductions, including administration expenses. Held: The election 
not to deduct administration expenses on the estate tax return increased 
the amount of the marital bequest. Further, the legatee was entitled 
to interest on the marital legacy, but the benefit of the income tax de- 
duction must be restored to the residuary estate. 
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Power as Potential Substitute Trustee Not Sufficient 
to Include Trust in Estate 


Estate of P. J. Wurts v. Commissioner of Internal Revenue, 
United States Tax Court, May 25, 1960 

Decedent created a trust, the income of which was payable to his 
wife during her lifetime and thereafter to their daughter. He retained 
the power to control the trust’s investment policy and the right to remove 
the trustee and appoint a successor, including himself. In addition 
to power to allocate expenses and certain dividends between income 
and principal, the trustee was authorized to pay over any part of corpus 
to the wife, if advisable, by reason of an “emergency” or “change of 
circumstances,” and to the daughter on her written request, with the 
additional written approval of the wife for withdrawals in excess of 
$30,000. Held: Decedent’s retained power as a potential substitute 
trustee did not require the inclusion of the trust corpus in his gross estate. 


Estate Tax Refund Not Based on Credit for State Taxes 


Morgan Guaranty Trust Company, Executor v. United States, 
United States Court of Claims, May 4, 1960 

Decedent's estate was entitled to a large Federal estate tax refund, 
primarily because decedent’s widow elected to take against the will, 
and a marital deduction became allowable. The Government argued 
that, to the extent of state inheritance taxes paid, the refund was based 
on the relevant credit, and no interest was therefore payable on the 
refund. Held: The Federal refund was allowed because of matters 
not involving the state tax credit, and interest is therefore allowable on 
the whole refund. 


Insurance Trust Corpus Not Wholly Includible in Estate 
Estate of Lena R. Arents v. Commissioner of Internal Revenue, 
United States Tax Court, May 23, 1960 

Four insurance policies on the life of decedent’s husband and certain 
securities, the income of which was to be used to pay the premiums 
on the policies, comprised the corpus of an irrevocable trust created 
by decedent on June 4, 1932. Decedent reserved the right to receive 
the excess income from the securities and all income arising from the 
insurance policies or from the invested proceeds if the insured-husband 
should predecease her. Decedent was survived by her husband. Held: 
Only that portion of the trust corpus represented by the securities in 
excess of the amount required to produce income to pay the premiums 

on the insurance policies was includible in decedent’s gross estate. 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 






estates, descent, distribution and corporate fiduciaries 


Life Insurance Beneficiary Not Subrogated to Rights of Lending Bank 


Cohen v. Weinberg, Illinois Appeals Court, First District, December 9, 1959 


Decedent obtained a life insurance policy by premium loans from 
a bank, and assigned the policy as security for the loan. The policy 
provided that an assignment operated to transfer the interest of a 
beneficiary whose designation the insured could change. The insurance 
beneficiary made a claim against the estate for the amount of the pro- 
ceeds used by the bank to repay the loan and interest. Held: The 
beneficiary's interest was only in the net proceeds of the policy, and 
she was not subrogated to the rights of the bank merely because the 
payment had been made from the gross policy proceeds. 


Assignee of Legatees Not Entitled to Distribution 
Estate of Geiger, New York Court of Appeals, 143 NYLJ 1, March 21, 1960 


The distributees of the estate were citizens of and resident in Hun- 
gary, and the statute therefore provided that distribution be withheld 
where it might be circumvented by confiscation. Twenty-five per cent 
of the distributees’ shares were assigned to their attorney in the United 
States “in consideration of legal services rendered” to the distributees. 
Held: The assignment is not enforceable, since it relates to money which 
was and is not within the beneficial use or control of the assignors. The 
distributees could not place their attorney in a better position than they 
enjoy as principals. 


Agreement Among Beneficiaries is Binding 
Carnahan v. Carnahan, Ohio Court of Appeals, March 31, 1960 


Decedent’s widow and the other beneficiaries of his estate entered 
into an agreement under which the widow received slightly more than 
that which she was to receive under the will. Subsequently it appeared 
that, in view of the size of the estate, the widow’s statutory share would 
be greatly in excess of that provided for her in the agreement. Held: 
The agreement was valid and could not be set aside. The widow was 
protected against a shrinkage in value, and must bear the risk that the 
estate was larger. 
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Widow May Elect as to Trust Over Which Decedent Had 
Special Power of Appointment 


Estate of Behan, Pennsylvania Supreme Court, March 22, 1960 


Decedent had created an irrevocable inter vivos trust for the benefit 
of an outsider. Upon the death of the life tenant, the remainder would 
be paid to a charity named in decedent’s will. The statute provided 
for an election to the widow as to assets conveyed during the decedent's 
life where “a power of appointment” had been retained. Held: The 
statute is applicable to special as well as general powers of appointment, 
and the widow may elect as to the trust corpus, subject to the prior 
interest of the life tenant. 


Community Property Interest Satisfied By Bequest 
of One-Half of Estate 
Estate of Johnson, California District Court of Appeals, Second District, 
178 A. C. A. 840 (1960) 

Decedent’s Will provided one-half of her net estate each to her hus- 
band and her brother. The husband had a one-half interest in all of 
his wife’s property as community property. The court below awarded 
the community interest and one-half of the remainder to the husband. 
Held: The husband had a right to take under the Will or to claim his 
community property interest, but could not take both. To award him 
three-fourths of the estate would defeat the clear intent of the testatrix. 


Commissions Allowed Only on Equity in Securities 
Pledged as Collateral 
Estate of Henri Freudmann, Surrogate's Court, New York County, N. Y. L. J., 
April 25, 1960, page 13 

Decedent owned securities which had been pledged to secure a bank 
loan to his son, a residuary legatee under his will. Decedent’s executors 
paid the loan, and treated the payments as a distribution to the son 
as legatee. Held: The executors were entitled to commissions only 
on the excess of the value of the securities over the amount of the loan. 
No commissions were allowable where a legacy was set off against a 
legatee’s debt to the decedent. 
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BANKING BRIEFS 


Digest of current decisions and reports 
in the field of commercial banking 





Slander of Credit Action Barred by One Year Statute of 
Limitations 


Sicklesmith v. Citizens Bank of Hapeville, Court of Appeals of Georgia, 
Division No. 2, 114 S.E. 2d 319 

In an action against bank for damages where plaintiff alleged that 
wrongful refusal to honor his checks injured his credit and financial 
standing in the community, court dismissed action on ground that it 
was an action in tort which was barred by the one year statute of 
limitations. For similar decisions see B.L.J. Digest (Fifth Edition) 
§ 1889.1. 


Payee Not Entitled to Recover on Note Where Blank Not 
Filled in Accordance With Authority 


Plitt v. Kellam, Court of Appeals of Maryland, 160 A.2d 615 


Where a promissory note was delivered to an agent of the payee 
blank as to amount with the agent authorized to fill in the blank for the 
unpaid balance of a certain indebtedness owed to the payee by the 
maker’s husband and where the payee’s agent filled it in for a greater 
amount the note was not valid and could not be enforced by the payee 
for the amount in fact authorized. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 662. 


Bank Officer Receiving Fee for Endeavoring to Procure Loan 
From Another Bank Not Guilty of Crime 


United States v. Gerkin, United States District Court, Eastern District 
New York, 182 F. Supp. 738 

An indictment against an officer of a bank whose deposits were 
insured by the Federal Deposit Insurance Corporation alleging that 
he received a fee or commission for endeavoring to procure a loan for 
a corporation from another bank whose deposits were also insured by 
the Federal Deposit Insurance Corporation fails to state a crime under 
Title 18, United States Code, Section 220. For similar decisions see 
B.L.J. Digest (Fifth Edition) § 1067. 
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Application by Savings Bank for Authority to Establish 
Branch Office Denied 
Farmers and Mechanics Savings Bank of Minneapolis v. Department of Commerce, 
Supreme Court of Minnesota, 102 N.W. 2d 827 

Denial by Department of Commerce of application by mutual savings 
bank for authority to establish a branch office affirmed where there 
was no express statutory authority giving savings banks authority to 
establish branch offices. If establishment of branch offices is necessary 
and desirable to corporate life of savings banks it is for legislature to 
grant that relief and not courts. For similar decisions see B.L.J. Digest 
(Fifth Edition) § 119. 


Application for Bank Charter Approved 


Application of State Bank of Plainfield, Superior Court of New Jersey, 
Appellate Division, 160 A. 2d 299 

Approval of Commissioner of Banking and Insurance of application 
for a charter of a bank to be located in Plainfield, New Jersey affirmed. 
Application not required to be denied because applicant did not have 
banker to run proposed bank, had not made arrangements for the 
employment of experienced banking help, did not have lease or contract 
for proposed banking site, did not have cost figures on construction of 
building or equipment and had no summary of payroll or operating costs. 

For similar decisions see B.L.J. Digest (Fifth Edition) § 119. 


Renewal Note Not Property Within Meaning of Section 
17 of Bankruptcy Act 
Guedry Finance Company, Inc. v. McCubbin, Court of Appeal of Louisiana, 
120 So. 2d 298 
Where a debtor submitted a false financial statement in order to 

induce creditor to accept a renewal note and to deliver a small amount 
of cash to him and where the debtor repaid more than the amount of 
the cash received prior to filing a petition in bankruptcy, the debt created 
by renewal note was discharged notwithstanding the false financial 
statement because the renewal note was not “property” which had been 
obtained by means of false representations and because creditor suffered 
no loss as result of the false financial statement. For similar decisions 
see B.L.J. Digest (Fifth Edition) § 139. 
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BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory development affecting small loan 
and finance companies, credit insurance, banking and related fields, 
as reported from state capitals and municipalities throughout the 
nation, include the following: 


DELAWARE: A motor vehicle sales finance act was passed by the 
Delaware House of Representatives after earlier approval by the State 
Senate. 

Listed as SB 102, as amended, the measure would put automobile 
sales financing under supervision of the state banking commissioner, 
and set maximum financing charges for new cars and for used cars in 
two age groups. 


FLORIDA: Retail stores offering installment buying were slow 
about paying their license fees required by a 1959 Florida law, according 
to State Comptroller Ray Green. 

His office disclosed that only about 2,500 licenses had been taken 
out by early June whereas there are an estimated 10,000 retail stores 
handling installment or revolving credit accounts in Florida. 

Enacted by the 1959 Florida legislature to go into effect last Jan. 1, 
the law requires all such retailers to pay a $5 license fee. 

The fees will go toward covering the costs of administering the act, 
which permits a so-called time price differential to cover interest and 
carrying charges of not over 10 per cent a year of the original amount 
of installment contracts and of 114 per cent on the monthly balance 
due under revolving credit contracts. 

Wilful violations of the law are punishable by fines up to $500, 
loss of all carrying charges, and assessment of court costs and attorney 
fees. 

Green said, however, he had been allowing time for retailers to 
become familiar with the act and to comply before starting enforcement. 


INDIANA: Proposed Indiana state regulations to require the dis- 
closure of some finance company “rebates” to automobile dealers and 
retail firms were given a recent hearing before the State Department 
of Financial Institutions. 

The proposed rules also would require the lowering of all maximum 
installment finance charges. 

Donald Eisinger, research director for the department, declared that 
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the present maximum rates in Indiana are the “highest in the nation.’ 
Under the proposals, the interest charge would be lowered from $8.92 
per $100 to $8. Ejisinger said the national average is only $7.57. 

The $8 maximum interest rate would provide that a person purchas- 
ing a new car with an unpaid balance of $2,500 would pay $600 in 
finance charges over 36 months compared to the present maximum 
of $660.28. 

Interest charges for used cars and consumer goods also would be 
lowered under the proposed regulations. The present maximum for 
consumer goods is $14.60 for each $100 during a 12-month installment 
period. The department seeks to lower this charge to $12. The national 
average was reported to be $11.25. 

In discussing the proposed disclosure of rebates and kickbacks, a 
statement by State Senator Earl M. Utterback of Kokomo charged that 
the “time buyers of Indiana are being bilked out of hundreds of thousands 
of dollars” by the rebate practice. 

This disclosure provision would require finance companies and 
dealers to tell the installment buyers the amount of the rebate if the 
rebate is more than a specified amount. 

Rebates are paid to car dealers and retailers by finance companies 
in order to obtain installment contracts. Under the proposed plan, any 
rebate over 2 per cent of the unpaid balance on a new car would have 
to be disclosed to the purchaser. 

Paul R. Moo, counsel for the Associates Investment Co. of Indiana, 
said the Indiana State Supreme Court already had ruled that such a 
disclosure provision is unconstitutional. 

Arthur H. Northrup, counsel for the Indiana Consumer Finance Co., 
however, said disclosure of rebates is legal and needed. 


NEW JERSEY: Governor Meyner signed into New Jersey law 
three legislative bills to regulate consumer credit and otherwise provide 
consumer protection. 

One of the measures, which had been listed in the state legislature 
as Senate Bill No. 200, provides for licensing of car dealers and sets 
maximum finance charges of $7 per $100 per year on new car time sales, 
$10 on cars up to two years old, and $13 on cars two or more years old. 
It also sets a financing charge limit of $10 per $100 on general merchan- 
dise. 

Another of the bills, Senate Bill No. 201, sets maximum charges of $7 
per $100 per year on home improvement installment contracts and 
provides stringent licensing requirements in the home improvement 
time sales field. 

A third bill, Senate Bill No. 199, empowers the state attorney general 
to crack down on fraudulent selling and advertising practices. 
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“I regard these measures as outstanding products of the 1960 session 
of the legislature,” the governor declared as he signed the bills. “Today 
represents the culmination of several years of effort to put on our statute 
books safeguards for the buying public against unscrupulous sales 
practices and unconscionable finance charges. 

“The legislation gives us new and adequate weapons against com- 
mercial abuses. 

“All the people who had a hand in making these laws possible can 
take pride in a positive achievement. 

“Notable support came from the press, which performed in the highest 
tradition of public service by detailing the hardships which evoked this 
legislation and campaigning aggressively for passage of these bills.” 


NEW YORK: A new attempt will be made next year by the New 
York State Bankers Association to obtain the enactment of state legis- 
lation “giving commercial banks the same permission that licensed 
lenders have in obtaining insurance on lives and property of borrowers,” 
it was predicted by M. H. Peet, chairman of the association’s committee 
on legislation. 

During his report to the association at its annual meeting at Lake 
Placid, Peet, who is executive vice president of the Glen Falls National 
Bank and Trust Co., also said that amendments probably would be 
sought at next year’s state legislative session to clarify a new law provid- 
ing for “public accommodation” offices within 1,000 feet of New York 
City banks, savings banks, and savings and loan associations. 

He further predicted that bills would be introduced to permit bank 
officers and employees to accept stock options and that the association 
would try again to obtain passage of a full, “prudent man” law. Under 
the latter, a bank trust officer would be permitted to invest funds using 
the same care and judgment that a prudent man would use in the 
investment of his own funds. 

In giving the report of the association’s installment credit committee, 
Chairman Warren R. Bentley noted that the group had been “somewhat 
more successful this year than last in having the banking laws of this 
state amended to facilitate the operation of newer forms of installment 
credit services.” 

“We now have legislation,” he said, “permitting the proper handling 
of charge account banking as well as check credit or continuous personal 
credit lines outlined in a section of the banking laws so that current 
procedures under these two methods of installment lending have been 
simplified and clarified . . .” 

Bentley, who is vice president of the Lincoln National Bank & Trust 
Co. of Central New York, Syracuse, further reported: 

“Another area in which legislation favorable to the bank was passed 
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at the last session was that related to permission to charge a $10 minimum 
charge on all installment loans regardless of size or maturity. Many 
banks will take advantage of this change and it is hoped that at least 
some of their smaller loans will be placed on a more profitable or at 
least a break-even basis. 

“The other change in the same section of the law permits banks 
operating their own modernization plans to extend maturities to 61 
months. This provision permits New York State banks to compete 
favorably with FHA Title I lenders who have had this longer term 
privilege for the past several years. It is believed that many banks 
will take advantage of this change and obtain a more realistic rate of 
return on these larger and longer term modernization loans. 


“It must be pointed out, however, that while we were successful in | 


these two areas, our competitors also made substantial gains in legisla- 
tion affecting their operations. Licensed lenders have been given an 


increase in the maximum amount which they can loan to an individual, 


the ceiling having been raised from $500 to $800. The interest rate 
which they are permitted to charge has also been increased substantially 
on loans exceeding $300. 

“In addition, these competitors in the installment lending field have 
now been authorized to obtain the benefits of commissions or ‘profits’ 
on life and other forms of insurance which most of them propose to sell 
to their borrowers. Your committee feels that this creates an unfair 
advantage in the installment lending field and the matter will be 
thoroughly explored between now and next January. 

“Despite early opposition by the installment credit committee to the 
proposals for the establishing of a new class of lenders in this State 
who would handle the ever increasing volume of insurance premium 
financing, it was recognized that a need exists for legislation in this field. 
Many conferences were held with the Banking Department and repre- 
sentatives of various insurance interests in an attempt to have legislation 
introduced which would be of such a nature that banks could successfully 
handle a substantial share of this type of lending. 

“As a result of a survey conducted among all banks in the State, it was 
clearly shown that a number of banks already were operating success- 
fully in this field and that many others would consider insurance premium 
financing plans if the legislation clarified the rate structure and other 
problems connected with this type of business. We are happy to report 
that, despite an additional class of lenders authorized to do business in 
this state, legislation now on the books, effective July 1, will permit 
banks to take an active and ever increasing place in this field of 
installment lending.” 

Ending a long-standing restriction against banks having authorized 
but unissued shares, the New York State Banking Department announced 
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it would permit banks to hold authorized but unissued shares up to 5 
per cent of their shares outstanding for use in acquiring smaller 
institutions. 

The policy shift was confirmed by the department after Bankers 
Trust Co., sixth largest bank in New York City, said it would ask its 
shareholders at a special meeting July 13 for permission to authorize 
400,100 shares. The bank now has outstanding 8,059,900 shares. 

Of the new shares, 18,000 would be used to acquire the South Shore 
Bank of Staten Island, a proposed acquisition previously announced, 
and the balance would be available to make similar acquisitions of 
small banks in the future. 

“Such acquisitions,” the bank said, “would have to be approved by 
the board of directors of Bankers Trust Co., as well as by state and 
federal bank supervisory authorities, but would not involve the cost 
and inconvenience of special stockholders’ meetings in each case.” 


NORTH CAROLINA: In a ruling expected to be appealed to the 
North Carolina Supreme Court, a state license tax on dealers in install- 
ment paper was held constitutional by Wake County Superior Court 
Judge Hamilton Hobgood in Raleigh. 

Counsel for Lenoir Finance Co. of Caldwell County are testing the 
validity of the license tax in a civil action filed against State Revenue 
Commissioner James S. Currie. 

The company contends the tax is unconstitutional because banks, 
which also handle installment paper, are exempt from it. 

The levy, which finance firms have been protesting for several years, 
is a little over a quarter of 1 per cent on the face value of installment 
paper purchased each three months by the finance firms from automobile 
dealers. The tax yields about $600,000 a year. 

A reduction in North Carolina credit accident and health insurance 
rates ordered by State Insurance Commissioner Charles F. Gold was 
appealed to Wake County Superior Court in Raleigh by American 
Bankers Assurance Co., of Florida, and the Credit Accident and Health 
Insurance Rating Bureau of North Carolina. 

They contended that the reduction order was “arbitrary and 
capricious and is unsupported by any substantial competent evidence.” 
They further asserted that there was no evidence to support the com- 
missioner’s contention that the loss ratio isn’t high enough. 

Gold ordered the former rate of $1.75 per year for each $5 unit of 
monthly benefits reduced to $1.50, effective June 1. 

The cut was the second ordered by Gold within six months. A reduc- 
tion from $2 to the $1.75 rate had been ordered in November, effective 
Dec. 15. 

In issuing his most recent reduction decision, the commissioner noted 
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that since credit accident and health insurance rates went under regula- 
tion in 1955 in North Carolina, they have been reduced by more than 
50 per cent—or from $3.30 per year for each $5 of monthly benefits 
to $1.50. 


NORTH DAKOTA: Voters at a referendum held in conjunction 
with their primary election overwhelmingly approved a referred legis- 
lative measure providing for the state’s first regulation of small loan 
companies. 


The act had been passed by the 1959 North Dakota legislature but | 


was prevented from going into effect last year by referendum petitions 
calling for the statewide vote. 

Providing for regulation of small loan firms making loans up to $1,000, 
the measure limits charges to 2!4 per cent per month on the unpaid 
balance up to $250; 2 per cent from $250 to $500; 114, per cent from $500 
to $750; and 1 per cent from there to $1,000. 


It was amended prior to final legislative passage to provide that loans | 


in excess of $1,000 would be at simple interest of 7 per cent. Another 
amendment provided for charges of 60 cents on every $100 of loan for 
coverage by credit life insurance. 

The state banking examiner will be the enforcement officer under 
the act. His office also will investigate applicants for small loan licenses 
and make examinations of loan firms at least once a year. 

The new law will have no effect on the 7 per cent maximum interest 
rates that may be charged in North Dakota on loans by banks and sav- 
ings and loan associations. 


OHIO: Without naming names, Andrew C. Putka, superintendent 
of Ohio’s Division of Building and Loans, said he had received reports 
that some savings and loan associations were advertising in a misleading 
manner. 

He said the situation arose primarily in connection with certificates 
of deposit which guarantee a certain rate of interest, frequently higher 
than paid on regular savings deposits. However, the customer must 
deposit a specific amount and agree to leave it on deposit for a definite 
period of time. 

Putka said associations had sometimes been advertising in such a way 
that potential customers mistakenly arrived at the conclusion that the 
higher rates of interest applied to regular deposits. 

He issued a memorandum to all state-chartered savings and loan 
associations asking that the condition be corrected. 


TEXAS: An opinion handed down by the Texas Third Court of 
Civil Appeals in Austin ruled that another so-called “certificate” loan 
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plan was unconstitutional on the grounds that it amounted to usurious 
interest. 

The appellate court ordered a permanent injunction against Pacific 
Finance Loans, which operates in Dallas and other Texas cities, from 
making any contract “for collection or attempting to collect from any 
borrower interest in excess of 10 per cent per annum.” 

In an opinion by Chief Justice Roy C. Archer, the court noted that 
Pacific Finance makes both installment loans and “certificate” loans. 
The injunction was aimed at the “certificate” loans, which until recently 
were considered legal under a system that required a borrower also to 
purchase low-interest savings certificates. 

The appellate court ruling reversed District Judge Charles O. Betts 
of Austin, who had rejected State Attorney General Will Wilson’s 
application for an injunction against Pacific Finance, one of three cases 
filed to test the legality of “certificate” loans. 

The appellate court earlier reversed Judge Betts on the two other 
cases naming Household Finance Corp. and the Community Finance 
and Thrift Corp. Applications for review of these injunctions, prescribed 
by the appeals court, are pending at this writing in the Texas Supreme 
Court. 

In its latest ruling, the Third Court of Civil Appeals said that sub- 
stantially the same issues were present in the Pacific Finance case as 
for those previously enjoined. 

The court’s earlier opinion declared that the result of the “certificate” 
loan system was to make a borrower pay more than the legal maximum 
of 10 per cent annual interest. 

The “certificate” loan test cases were filed by the attorney general 
on a friendly basis. He also has scores of lawsuits pending against 
so-called “high-rate” lenders, seeking to enjoin them from charging more 
than 10 per cent per year. The state has won in all such cases thus 
far decided in court. 

A proposed state constitutional amendment being submitted to Texas 
voters in November, as a result of 1959 state legislative action, would 
permit the state legislature to set special maximum interest rates on 
small loans and to license and regulate the small loan field. The Texas 
constitution now limits interest rates to 10 per cent. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Cycles in the Municipal 
Bond Market 


Three types of cycles in interest 
rates may be distinguished in the 
municipal bond market. This find- 
ing is disclosed in a recent Statisti- 
cal Bulletin of the Investment 
Bankers Association of America, 
which classifies them as follows: 

1. The long cycle. This may last 
ten years or more and encompasses 
a number of business cycles. 

2. The intermediate cycle. These 
are associated with the business 
cycle and ordinarily last from three 
to four years from peak to peak. 

3. The very short cycle, which 
usually lasts from twelve to fifteen 
weeks. 

Identified as the two most recent 
long cycle movements were the 
downward trend in interest rates 
from 1934 to 1946, and the upward 
trend in rates from the latter year 
to the present; these long cycles, 
states the Bulletin, spring from a 
radical change in the overall in- 
vestment environment. Three in- 
termediate cycles already have 
been experienced in the postwar 
years and we are currently in the 
closing phase of the fourth; inter- 
mediate cycles are prompted by 
cyclical changes in investment de- 
mand and in monetary policy. The 
very short cycles, according to the 
IBA study, result from short-term 
changes in the supply-demand situ- 
ation for money, many of which are 
seasonal in nature; during the five- 
year period, 1955-59, eleven such 
cycles occurred. 

The very short municipal bond 
cycles generally witness a fluctua- 
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tion from peak to trough of about 
twenty basis points. They differ 
from the long and intermediate 
cycles in one important respect. 
Long and intermediate cycles find 
their exclusive cause in general ec- 
onomic conditions; on the other 
hand, short cycles are conditioned 
heavily by factors operating in the 
municipal bond market itself. 


The eleven short cycles in inter- 
est rates in the municipal bond mar- 
ket during the 1955-59 period typi- 
cally had their counterpart cycles 
in the corporate and Government 
markets as well. However, as the 
IBA study points out, the short 
cycles in the municipal bond mar- 
ket tended to be longer in duration 
and more severe than their counter- 
parts in the Government and cor- 
porate bond markets. 

According to the IBA bond mar- 
ket survey, the eleven short cycles 
during 1955-59 averaged 14.2 weeks 
in duration. Comparatively, the 
average short cycle duration for 
Governments was 11.6 weeks and 
was 10.5 weeks in the corporate 
bond market. With respect to 
yields, the average decline from 
peak to trough in municipal bonds 
during these short cycles was 21.3 
basis points. The corresponding 
average figures for the Government 
bond and corporate bond markets 
were 12.6 and 5.5 basis points, re- 
spectively. 

From this behavior it is obvious 
that the municipal bond market ex- 
perienced the greatest instability. 
This, explains the IBA organ, re- 
flects the different marketing prob- 
lem. Individuals constitute a much 
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larger proportion of the market for 
municipal bonds than for Govern- 
ments or corporate issues; as a con- 
sequence, the distribution period 
for new issues is usually consider- 
ably longer for municipals. 

But there is yet another distinc- 
tive. factor. Unlike Governments 
and corporates, almost all munici- 
pal bond issues are in serial form. 
“The great multitude of coupon and 
maturity combinations which re- 
sult from this fact,” comments the 
Bulletin, “also plays an important 
role in slowing down the distribu- 
tion process in the municipals mar- 
ket. As a consequence of these 
rather unique aspects of the muni- 
cipal bond market, dealer inven- 
tories are characteristically much 
larger relative to the volume of 
transactions than is the case in the 
Governments or corporates market. 
Relative to the volume of transac- 
tions, dealer inventories in munici- 
pals are about twice as large as in- 
ventories of corporate bonds and 
about eleven times as large as in- 
ventories of Governments.” 

During short cycles, the first im- 
pact of a change in market condi- 
tions is usually on dealer inventories 
rather than on yields. Yields re- 
flect a change in market conditions 
only after a time lag. This explains 
why changes in dealer inventories 
tend to lead changes in yields and 
accounts for the fact that the short 
cycles in the municipal market are 
more severe than in corporate or 
Government markets. 

The IBA study notes that the lead 
time of inventories over yields in the 
eleven short cycles of the 1955-59 
period averaged about 8 weeks at 
peaks and about 7 weeks at troughs. 
Unfortunately, the lead times were 
far from constant. At peak points in 
yields, for example, the lead of in- 
ventories ranged between 2 and 19 
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weeks; a lead of 7 to 11 weeks pre- 
vailed in about two-thirds of the 
cases. At low points of yields, in- 
ventories led yields between 4 and 


-14 weeks; in about 90 per cent of 


the cases, leads ranged between 4 
and 8 weeks. 


“One of the implications of this 
short cycle analysis,” remarks the 
Statistical Bulletin, “is, of course, 
the forecasting value of the leading 
relationship of dealer inventories to 
yields. The relationship obviously 
has some forecasting merit, provid- 
ing that its limitations are recogniz- 
ed. The principal limitations are 
(1) the variability of the lead time 
and (2) the fact that short cycle 
movements may always be over- 
ridden by intermediate cycle move- 
ments, i.e., by a change in monetary 
policy.” 

The survey does not pretend to 
represent a complete picture of the 
determinants of short cycles in the 
municipal bond market, nor does it 
offer a solution to the problem that 
the short cycle poses for investment 
bankers. It is hoped, however, that 
the analysis of the short cycle may 
lead to a better understanding of 
its nature. 


Bond Portfolio Management 


Some practical suggestions on op- 
eration of a bank’s bond portfolio 
are proffered by Roger A. Lyon, 
assistant vice president of the Chase 
Manhattan Bank of New York. In 
this connection speaking at a recent 
annual convention of the Michigan 
Bankers Association, Mr. Lyon 
urged the acceptance of the follow- 
ing basic tenets. Our economy has a 
cyclical bias; our monetary author- 
ities may be expected to react in a 
countercyclical manner; the net re- 
serve position of the banking sys- 
tem will reflect, in large measure, 
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the availability or unavailability of 
short-term money. 

During boom periods, credit de- 
mands are high and monetary poli- 
cy is designed to accentuate tight 
money conditions. These condi- 
tions are reflected in a high level of 
net borrowed reserves, rising money 
rates and declining bond prices. On 
the other hand, during periods of 
business recession, slackening credit 
demands and monetary policy tend 
to accentuate the ease in credit. 
This is reflected in an important 
amount of net free reserves, rising 
bond prices and declining interest 
rates. 

A guide to flexible portfolio man- 
agement, declares Mr. Lyon, is to 
be found in the net reserve position 
of the banking system—because this 
benchmark reflects the relative de- 
gree of money tightness prevail- 
ing. Here, the Chase Manhattan 
officer reviews the experience of the 
past decade when fluctuations in 
reserves ranged from a free reserve 
figure of $500 million to a net bor- 
rowed reserve of equal amount. 
““Warning flags,’ indicating the po- 
tential desirability of a shift in im- 
portant emphasis,” he states, 
“should be raised by the movement 
of the net reserve position of the 
banking system into and beyond 
the $200-$300 million free or bor- 
rowed reserve ranges on a sus- 
tained basis.” 

For example, as net free reserves 
push through the $200-$300 million 
reserve level, the portfolio manager 
should be forewarned to consider 
the feasibility of emphasizing the 
short-term sector of the portfolio 
with new funds or funds available 
for reinvestment; he should accept 
lower rates to insure future protec- 
tion of principal. At the opposite 
swing of the pendulum, as net bor- 
rowed reserves move beyond the 
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$200-$300 million level, considera- 
tion should be given to the feasibil- 
ity of shifting emphasis from the 
shorter sector to the longer-term 
sector. And although it is true that 
other factors must be considered 
before such a policy is implement- 
ed, the net reserve position, never- 
theless, serves as a valuable bench- 
mark for policy reappraisal. 


In a practical illustration, Mr. 
Lyon compares changes in the 91 
day bill rate with the net reserve 
position of the banking system, us- 
ing quarterly averages of weekly 
data, for the period 1951-1959. 
From 1951 to 1953, admittedly, 
there was little correlation between 
these two indices—undoubtedly a 
reflection of the transition from the 
pegged to flexible market rates. 
“However,” as Mr. Lyon observes, 
“ever since the market relearned its 
lesson in early 1952-53, the bill rate 
and net reserve status of the bank- 
ing system have pursued very simi- 
lar patterns, and the bond market 
has followed the bill market in 
trends, although not in degree. I 
present this simply to point up the 
relative value of the net reserve po- 
sition of the banking system as a 
major benchmark in portfolio policy 
development.” 


A caution against aggressive 
search for income is made by the 
Chase Manhattan bond officer; he 
warns that this course leads one into 
pitfalls which all too often are re- 
gretted for years to come. He advo- 
cates a more patient approach and 
a policy which relates the employ- 
ment of funds to the internal needs 
of the bank as well as to the extern- 
al degree of monetary tightness. 
Such an approach, he asserts, 
should pay off in a materially bet- 
ter than average portfolio perform- 
ance. 








Stock Transfer Activity and 
Trust Income 


Income of southwestern banks 
derived from corporate trust ac- 
tivity showed a decrease in 1959 
from preceding year results. This 
decline is attributed to two main 
causes by the July Business Review 
of the Federal Reserve Bank of Dal- 
las. First, shifts in stock trading 
from regional to national markets 
have deprived southwestern trust 
departments of income formerly re- 
ceived from the stock transfer func- 
tion. Second, a similar result arises 
from the merger of southwestern 
corporations with larger companies 
whose stock-transfer work is han- 
dled primarily by banks in eastern 
financial centers; such mergers cus- 
tomarily involve either the loss of a 
corporate account or a substantial 
reduction in its activity. 


The year 1959 witnessed a con- 
tinuation of the trend for trading 
in the securities of southwestern 
corporations to organized exchang- 
es in New York City. Trust depart- 
ment income from stock transfer ac- 
tivity, notes the Dallas Reserve 
Bank, depends very largely—either 
directly or indirectly—on the vol- 
ume of operations handled. Al- 
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though southwestern trust depart- 
ments do not necessarily lose the 
accounts of firms whose stock be- 
comes listed on organized exchang- 
es in the east, the proportion of 
stock-transfer work performed in 
the regional area does decline sub- 
stantially as a result. This shifting 
served to reduce the income from 
corporate agencies. 

Trust earnings from corporate 
agencies also declined as a result of 
mergers of local, regional compan- 
ies with larger corporations in other 
geographical areas. No loss, of 
course, resulted where the mergers 
involved only southwestern corpor- 
ations whose stocks are traded pri- 
marily on a regional basis. Here, 
the net effect was primarily a re- 
distribution of stock-transfer fees 
among the larger trust departments 
in the District; when an individual 
trust department loses an account 
because of a corporate merger, a 
competing department is likely to 
benefit from an expanded volume 
of business as a result of the same 
merger. It is also noteworthy that 
the activity of consummating ex- 
changes of stock arising out of cor- 
porate mergers may prove tempor- 
arily stimulating to trust income ac- 
cruing from corporate accounts. 
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DRAFT OF A STUDY OF DEFI- 
NITIONAL PROBLEMS IN 
CAPITAL GAINS TAXATION. 
American Law Institute. Phila- 
delphia 4, Pa. Pp. 142. $4.00. 
This draft study, representing a 
labor of two years in the difficult 
field of capital gains, was the 
subject of discussion of the past 
annual meeting of the ALI. 
Though not officially adopted by 
the sponsoring organization, it is, 
nevertheless, a most scholarly 
presentation by many of the na- 
tion’s most competent authorities 
in the field of taxation. 


VARIABLE ANNUITIES. By 
Cedric Fricke. Bureau of Busi- 
ness Research, University of 
Michigan School of Business Ad- 
ministration. Ann Arbor, Mich. 
1960. Pp. 90. $5.00. Even though 
an industry-wide program for the 
variable annuity were to begin 
this year, the variable annuity 
companies will remain an in- 
significant institution, with re- 
spect to other financial intermedi- 
aries and the securities market, 
until at least 1975. The author 
estimates that the accumulated 
funds of the variable annuity will 
amount to only $400 million by 
1965; by 1975 the funds are esti- 
mated at $6.2 billion, which 
amount, however, would repre- 
sent only 2.4 per cent of all esti- 
mated institutional equities at 
that time. The monograph finds 
it highly improbable that the var- 
iable annuity, per se, will influ- 
ence stock prices between now 

‘and 1975. 

STATE PENSION FUNDS. By 
Gordon L. Calvert. Investment 
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Bankers Association of America. 
Washington, D.C. 1960. Pp. 63. 
$1.50. This is a digest of authoriz- 
ed investments and actual invest- 
ments of State Pension Funds, 
prepared by the assistant general 


counsel of the IBA. Included is 
an up-to-date breakdown of the 
total amounts invested by all 
state pension funds in various 
types of securities. The general 
statutory provisions regarding 
the investment of the funds in 
each state are also summarized. 


LEASING MANUAL — LONG 


TERM LEASING, CARS AND 
TRUCKS. By Harold D. Drap- 
er, 1450 North Michigan Avenue, 
Saginaw, Mich. Loose leaf — 
60 Pp. This loose leaf volume is 
a basic guide for the lessor of 
motor vehicles. The volume is 
written from the standpoint of 
increasing the profits of the auto- 
mobile dealer who, in the judg- 
ment of the author, has many 
competitive advantages over na- 
tional leasing companies. Among 
the subjects dealt with are the 
fixing of lease rentals; the type 
of vehicles to be leased; how to 
obtain prospects; lease proce- 
dure; the effect of depreciation 
and service costs; various types 
of leases, such as the finance 
lease, the no-purchase lease; and 
the lease purchase plan. 

This excellent manual should 
be of great interest to banks with 
automobile and truck dealers as 
customers who are already en- 
gaged in leasing of cars and 
trucks or contemplate entering 
into this business. 











How to ‘Turn a *5% Raise 
into a‘,000 Bonus 
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WHAT SHOULD HE DO WITH AN EXTRA $5 A WEEK? 
He can spend it, of course. But, if he 
buys a $25.00 U.S. Savings Bond 
each month for 40 months with his $5 
a week raise, he is going to have 
Bonds worth $1,000. 


Wishing won’t turn a $5 a 
week raise into a $1,000 
bonus, but it’s easy to do. If 
you take that $5 raise and 
— it into U.S. Savings 

onds you can buy a $25.00 
Bond a month (cost $18.75) 
and have money left over. if 
you keep buying one of these 
Bonds a month for 40 months 
you'll have your big bonus— 
Bonds worth $1,000 at 
maturity. 


Why U.S. Savings Bonds are 
such a good way to save 


« You can save automatically 
with the Payroll Savings Plan. 
« You now earn 334 % interest 
to maturity. « You invest with- 
out risk under U.S. Govern- 
ment guarantee. » Your money 
can’t be lost or stolen. +» You 
can get your money, with in- 
terest, anytime you want it. 
« You save more than money; 
you help your Government pay 
for peace. » You can buy Bonds 
where you work or bank. 


Every Savings Bond you own—old or new —earns 
14% more than ever before when held to maturity. 


You save more than money with U.S. Savings Bonds 


The U.S. Government does not pay for this advertising. The Treasury Department 
thanks The Advertising Council and this magazine for their patriotic donation. 

















THE BOOK BANKING HAS BEEN WAITING FOR 


PROFITABLE BANKING 


By Clifford L. Hufsmith 


Board Chairman, First National Bank 
Palestine, Texas 


The first book to present a logical and effective method for 
increasing bank profit sufficiently to pay comparable salaries and 
dividends that will attract the additional capital banking should 
have. 


MORRIS A. SCHAPIRO, the New York Bank Analyst says: “Its 
presentation and discussion of the profit area open to banking are 
revealing. This work will prove useful to bankers.” 


DR. ARTHUR A. SMITH, the Dallas Economist and Banker, says: 
“The author has courageously attacked the problem of relatively 
poor commercial bank earnings—and has done so in a clear and 
interesting fashion. It should be read profitably by every banker.” 


DR. WARREN A. LAW of the Harvard Graduate School of Business 
Administration, says: “The author has produced a thoughtful and 
lucid work in an area which has heretofore been sadly neglected— 
the book deserves attention.” 


THE BOOK THAT PUTS FREE ENTERPRISE BACK INTO BANKING 


A banker's request will put a copy on his desk for a five day 
examination to be returned if he decides it is not worth the purchase 
price of $10.00. 
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89 Beach St., Boston 11, Mass. 





